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INCOME TAXATION OF BUSINESS 
IN 1952 
ALTERED BY THE REVENUE ACT OF 1951 


CHARLES J. GAA 
Professor, University of Illinois 


changes in the income tax, the excess 

profits tax, the gift tax, the estate 
tax, and excise taxes. The gift and estate 
taxes were modified only a very slight bit 
and the rates were not altered. Excise tax 
rates were increased on some articles and 
were reduced for others. 

In general, the method for calculating 
the excess profits tax has not changed; 
neither has the rate, which remains at 30% 
of the adjusted excess profits net income. 
However, the method for figuring the ceil- 
ing rate limitation has been modified. 
For the calendar year of 1951, the excess 
profits tax was limited to 173% of the excess 
profits net income for the calendar year 
of 1951; and to 18% of the excess profits 
net income for taxable years starting 
after March 31, 1951. For new corpora- 
tions that started business after July 1, 
1945 and whose fifth taxable year ends 
after June 30, 1950, a special series of lower 
ceiling rates is provided. These rates 
apply to the first $300,000 of excess 
profits net income and range from 5% in 
the first year of existence to 14% in the 
fifth year. Amounts in excess of $300,000 
were subject to a ceiling of 15% in a year 
ending before April 1, 1951 and to the 
usual 173% for the calendar year of 1951 
and 18% for years ending after March 31, 


Te REVENUE Act oF 1951 provided 


1951. In the case of fiscal year returns 
which overlap effective dates of rate 
changes, a proration computation must be 
made, similar to that used in computing 
income tax for a fiscal year within which 
the tax rates have changed. The most 
important new excess profits tax provisions 
are concerned with giving relief from 
hardship. 

Individuals, trusts and estates, and cor- 
porations are all affected by changes in the 
income tax law. In general, the Revenue 
Act of 1951 increased taxes for 1951, and 
even more heavily for the next few taxable 
years subsequent to the calendar year of 
1951. No attempt will be made here to 
cover the numerous changes made in 
personal income taxes; we shall confine 
our discussion to the impact of the 1951 
Act on business situations. _ 

The date of enactment of the 1951 
Act was October 20, 1951. Effective dates 
of the many provisions of the Revenue 
Act of 1951 are numerous; some apply to 
1951; some to future years; and some are 
retroactive to earlier years. Rate increases 
for noncorporate taxpayers were effective 
ou November 1, 1951 and for corporations, 
on April 1, 1951. Congress also provided 
that rates shall decrease on January 1, 
1954 and April 1, 1954 for noncorporate 
and corporate taxpayers, respectively. 
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CORPORATION TAX RATES 


The rate picture looks something like this: 


1950 


1951 | 1952 1954 
7-1-50 4-1-51 52% 4-|1-54 
47% 47% 
42% 
| 
( 38% ) 
( ) 1945 Act 
1950 Act 

————-_ 1951 Act 

A summary of the corporation rates follows: 
— Tax Rates 
pa Taxable Period to Which Applicable 
c Normal Tax Surtax | Total Tax 

1945 Calendar Year—1949 24% 14% 38%t 
1950 Calendar Year—1950 23% 19%,* 42% 
1950 Taxable Years Beginning After 6-30-50 25% 22%* 47% 
1951 Calendar Year—1951 282% 22%* 502% 
1951 Taxable Years Beginning After 3-31-51 and Before 4-1-54 30% 22%* 52% 
1951 Taxable Years Beginning After 3-31-54 25% 22%* 47% 


* The first $25,000 of surtax net income is exempt under the 1950 and 1951 Acts. 
¢ There were graduated rates for incomes below $50,000. 


For taxable years starting after March 
31, 1951 and before April 1, 1954, the rate 
for the alternative tax on long-term capital 
gains has been increased from 25% to 
26%. 

The changes in tax rates result in the 
following taxes for these calendar years 
and sample amounts of income: 


CORPORATIONS 
The application of 


FISCAL YEARS 


proper tax rates to 


calendar year returns presents no real 
problem. However, a proration calculation 
must be made for fiscal years which con- 
tain an effective date for a change in rates. 
Although the calendar year of 1951 


; After 
Net Income 1950 1951 1952 and 1953 March 31, 1954 
$ 5,000 $ 1,150 $ 1,437.50 $ 1,500 $ 1,250 
10,000 2,300 2,875 3,000 2,500 
25,000 5,750 7,187.50 7,500 6,250 
50,000 16,250 19,875 20,500 18 ,000 
100,000 37,250 45,250 46,500 41,500 
500 ,000 205 ,250 248,250 254,500 229,500 
1,000,000 415,250 502,000 514, 500 464,500 


1 No other major change has been made in the general treatment of capital gains and losses of corporations. 
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overlapped the effective date (April 1, 
1951) of a rate change, proration was not 
necessary, since a special compromise 
rate was provided for 1951 to take care 
of the matter. Short-period returns caused 
by a change in accounting period which 
overlap an effective date require a similar 
proration computation. 

A taxable fiscal year beginning before 
April 1, 1951 and ending after March 31, 
1951 overlaps one effective date, April 1, 
1951. There will be a problem of the same 
sort for fiscal years which overlap the 
next effective date of a change, which will 
be April 1, 1954. 

The following illustration of a fiscal 
year problem assumes normal tax income is 
$40,000 and surtax net income is $15,000. 
The net income and adjusted net income 
do not have to be recalculated for each of 
the computations.” 


| 
| 
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general extension of time to and including 
March 15, 1952 for the filing of returns 
and payment of tax for taxable years 
ending after March 31, 1951 and before 
December 1, 1951.* Collectors will be 
authorized to grant additional extensions 
in accordance with the following table :* 


Taxable Year Ending 


(a) After March 31, 1951 
but before October 1, 
1951 


(b) October 31, 1951 
(c) November 30, 1951 


Expiration Date of 
Maximum Extension 


July 15, 1952 
july 15, 1952 
August 15, 1952 
Interest at 6% will be payable on the 
difference between the amounts already 
paid and the amounts shown on such 
refiled returns for the period from the 
original due date of the return to the date 


of payment. 


April 1, 1951 


March 1, 1951 (Rate Change) February 29, 1952 
N.T. 25% X$40,000 $10,000.00 N.T. 30% $12,000.00 
S.T. 22% X$15 ,000 3,300 S.T. 22% 3,300 
$13,300 $15,300 
Days X31/366 Days X335/366 
Partial Tax $ 1,126.50 Partial Tax $14,004.10 
Tax for the fiscal year 


An additional income tax return and 
excess profits tax return are required of 
corporations with taxable years ending 
after March 31, 1951 and before Decem- 
ber 1, 1951 to take care of changes intro- 
duced by the 1951 Act which were made 
effective retroactively to April 1, 1951. The 
new return must be filed between October 
20, 1951 and January 15, 1952, inclusive, 
according to the 1951 Act. However, in 
December, 1951, the Treasury granted a 


? Except in the case of Western Hemisphere Trade 
Corporations or dividends paid or received on public 
utility stock. 


$15,130.60 


TAX RATES—-NONCORPORATE TAXPAYERS 


Increased rates were effective for calen- 
dar year 1951 and for other taxable years 
beginning after October 31, 1951; de- 
creased rates are provided for 1954 and 
other taxable years beginning after De- 
cember 31, 1953. Calendar year returns 
for 1952 and 1953 and fiscal year returns 
which do not overlap October 31, 1951 
and which end before January 1, 1954 
will have only one set of rates applied to 


3 Mimeograph Coll. No. 6741, December 21, 1951. 
4 Mimeograph Coll. No. 6777, March 10, 1952. 
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them, because rates do not change within 
those years. Returns for fiscal years which 
overlap dates of rate changes will require 
the use of two sets of rates, in the same 
fashion as for corporations. Noncorporate 
taxpayers will have the same type of prob- 
lem as corporations when a short-period 
return overlaps an effective date of a rate 
change. The picture of the tax rates is: 
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This change clears up some uncertain. 
ties which have existed but will set up 
the problems of evaluating the worth of 
services rendered and the reality of the 
transfer of the capital interest. 


NONCORPORATE TAXPAYERS-——CAPITAL 
GAINS AND LOSSES 


An important change in the treatment 


1950 1951 | 1952 1953 1954 
10-1-50 11-1-51 1951 Act 
(After 10-31-51; 
before 1-1-54) 
1951 Act 
(Calendar 1951) 
1950 Act 1951 Act 
(After 9-30-50) | 
(After 12-31-53) 
1950 Act ! 
(Calendar 1950) 
1948 Act 


FAMILY PARTNERSHIPS 


Under the 1951 Act a person is a partner 
if he owns a capital interest in a partner- 
ship in which capital is a material income- 
producing factor. This is true even though 
the capital interest was purchased from 
or received as a gift from a member of the 
family. In order to limit abuses which 
might arise under these more liberal rules, 
the following restrictions must be ob- 
served: (a) a fair allocation of profits must 
be made to the donor partner who con- 
tributes services, (b) a partner’s dis- 
tributive share of partnership income is not 
to be diminished due to his absence in 
the armed forces, (c) all capital contribu- 
tions must be given an equivalent share 
in the profits, allowing for differences 
between the amounts contributed, of 
course, and (d) the gift or sale of the part- 
nership interest must have been real and 
not mere form. 


of long term capital gains and losses is 
made effective for the calendar year of 
1952 and other taxable years beginning on 
or after November 1, 1951. Under some 
circumstances the amendment will not 
change the taxpayer’s liability for tax; 
under other circumstances, it may increase 
or decrease tax. 

Under the new law, long-term gains 
and losses will be taken into gross income 
at a full 100% instead of 50%. A new 
deduction from gross income is allowed, 
to noncorporate taxpayers,’ which is 50% 
of the excess of net long-term capital 
gains over net short-term capital losses. 
If there are no net short-term capital 
losses, the deduction will be 50% of the 
net long-term capital gain. If capital 


losses exceed capital gains, the old rule | 


5 Trusts and estates must exclude from the 50% 
deduction any capital gains to be reported by income 
beneficiaries, otherwise there would be a double de- 
duction from the income of the trust or estate. 
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applies; namely, a maximum of $1,000 net 
loss may be deducted, the balance being 
carried over and applied as a deduction 
from capital gains within the next five 
years. However, it must be noticed that 
the amount of net loss may be affected 
by the new rules for long-term gains 
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and losses. The purpose of the amendment 
of the law is to have capital gains and 
losses offset each other dollar-for-dollar, 
regardless of the holding period of the 
asset disposed of. A comparison of the 
new and old laws is made in the next 
illustration. This change in the treatment 


NONCORPORATE TAXPAYERS—CAPITAL GAINS AND LOSSES 


COMPARISON OF EFFECT OF NEW AND OLD RULES IN DIFFERENT FACTUAL SITUATIONS 


The following combinations of capital gains and losses are shown in this illustration. 
(a) a net long-term capital gain and a net short-term capital gain. 
b) a net long-term capital loss and a net short-term capital loss. 
an excess of net long-term capital gain over net short-term capital loss. 


an excess of net long-term capital loss over net short-term capital gain. 


(d) an excess of net short-term capital loss over net long-term capital gain. 
(e) 

( 


f) an excess of net short-term capital gain over net long-term capital loss. 


Case (a) 


Case (b) Case (c) 


Old New 


Old New Old New 


. Ordinary Income 


$10,000 $10,000 


$10,000 $10,000 $10,000 $10,000 


. N.L.T.C.G. 
N.L.T.C.L. 
N.S.T.C.G. 
NS.T.C.L. 


bo 


$2,500 $ 5,000 
$1,000 $ 1,000 


$2,500 $ 5,000 
($ 2,500) ($ 5,000) 


($ 1,000) ($1,000) ($1,000) ($ 1,000) 


6. Net (2 through 5) 


$3,500 6,000 


($ 3,500) ($ 6,000) $1,500 $ 4,000 


7, Taxable Capital Gain 
8. Deductible Capital Loss 


$3,500 6,000 


$1,500 $ 4,000 
($ 1,000) ($ 1,000) 


9. Total Gross Income 
10. Sec. 23(ee) Deduction 


$13,500 $16,000 
- ($ 2,500) 


$9,000 $9,000 $11,500 $14,000 
($ 2,000) 


11. Net Income 


$13,500 $13,500 


$9,000 $9,000 $11,500 $12,000 


12. Loss Carry Over (6-8) 


($ 2,500) ($ 5,000) 


Case (d) 


Case (e) Case (f) 


Old New 


Old New Old New 


1. Ordinary Income 


$10,000 $10,000 


$10,000 $10,000 $10,000 $10,000 


N.L.T.C.G. 


N.S.T.C.L. 


$ 500 $1,000 


($ 5,000) ($ 5,000) 


($ 2,500) ($5,000)  ($ 500) ($ 1,000) 
$ 1,000 $ 1,000 $ 5,000 $ 5,000 


2 
3 
4. N.S.T.C.G. 
5 
6 


. Net (2 through 5) 


($ 4,500) ($ 4,000) 


($ 1,500) ($ 4,000) $4,500 $ 4,000 


- Taxable Capital Gain 
. Deductible Capital Loss 


($ 1,000) ($ 1,000) 


$4,500 $ 4,000 
($ 1,000) ($ 1,000) 


7 

8 

9. Total Gross Income 
0. Sec. 23(ee) Deduction 


$9,000 $9,000 


$9,000 $9,000 $14,500 $14,000 


11. Net Income 


$9,000 $9,000 


$9,000 9,000 $14,500 $14,000 


- Loss Carry Over (6-8) 


($ 3,500) ($ 3,000) 


($ 500) ($ 3,000) 
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of long-term capital gains and losses plus 
an increase in the maximum effective tax 
rate from 25% to 26% have altered some 
details in the calculation of the alternative 
tax on capital gains. However, the general 
approach has not been disturbed. The rate 
change affects calendar year 1952 and other 
taxable years starting after October 31, 
1951 and before November 1, 1953. 


TAX RELIEF—INCOME 
War Loss Recoveries 


War losses may be recovered tax-free 
now by taxpayers who elect to recompute 
their tax for the years in which the war 
loss deduction was taken. This rule is 
retroactive to taxable years beginning 
after December 31, 1941. The statute of 
limitations does not prevent a refund if 
certain conditions are met. 


Sale of Unharvested Crops 


There has been some conflict of opinion 
as to the status of unharvested crops on 
such land. Although there may be some 
doubt as to the correctness of the decision 
which Congress has made, it has been 
settled by the 1951 Act. Where unhar- 
vested crops are sold at the same time 
and to the same buyer as is land which is 
subject to Section 117 (j), the crops are 
Section 117 (j) assets also. This rule applies 
to compulsory or involuntary conversions 
as well as to sales. A loss continues to be 
an ordinary fully deductible loss. Costs of 
producing the crop are not deductions but 
enter into the basis of the crop which is 
used for computing gain or loss under 
Section 117 (j). 


Livestock Held for Draft, Breeding, or Dairy 
Pur poses 


Farmers have also won this battle with 
the Bureau. Congress has decided that 
such animals are Section 117 (j) assets 
regardless of age if they have been held 
for six months or more from the date of 
acquisition. This rule applies to taxable 
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years beginning after December 31, 1941 
and before January 1, 1951. For taxable 
years starting after December 31, 1950, 
poultry is specifically excluded and the 
period is raised from six to twelve months, 


Coal Royalties 


This provision applies to lessors but not 
to operators of coal properties. It is de- 
signed to apply long term capital gain 
treatment to coal royalties in about the 
same way the privilege is enjoyed by tim- 
ber royalties, and is effective for taxable 
years ending after December 31, 1950, 
regardless of the date of the contract, but 
only on accounts received or accrued 
after such date. 


Dividends Received Credit 


The 85% dividends received credit is 
now extended under some circumstances 
to dividends received from a foreign cor- 
poration doing business in the United 
States. 


Credit for Foreign Income Taxes Paid toa 
Foreign Country or a United States Posses- 
sion by a Foreign Subsidiary Corporation 


The 1951 Aet reduces the percentage of 
stock ownership required for utilizing 
this provision of the law. A corporation 
now must own at least 10% of the voting 
stock in order to subtract a credit for 
foreign income taxes paid by the sub- 
sidiary. A foreign corporation is deemed 
to have paid a proportionate part of 
another foreign corporation’s taxes if it 
owns at least 50% of that corporation’s 
shares. 


Recognition of Gain in Certain Corporation 
Liquidations 


Stockholders of a corporation which 
distributes property in complete cancella- 
tion or redemption of all stock—if the 
transfer of all property under the liquida- 
tion occurs within one calendar month in 


1951 or 1952—may elect to postpone § 
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taxation of the gain to the extent it is 
attributable to appreciation in value of 
assets while they were owned by the 
liquidating corporation. The property 
will have the same basis in the hands of 
the stockholder as his investment in the 
corporation. He will realize his gain when 
he disposes of the property. This provision 
merely extends existing law for one more 
year. 


“Spin-off” Reorganizations 


Stockholders may receive tax free the 
stock of a corporation organized to take 
over property of a corporation of which 
they are shareholders. In the past this was 
handled as an ordinary taxable dividend 
to the extent of the fair value of such shares 
received, if the shareholders surrendered 
none of their shares. Now the basis of the 
shares received and the shares originally 
held in the corporation which distributed 
the second corporation’s shares is, in total, 
the basis of the original shares. The basis 
must then be prorated as is done now in 
the case of a tax-free dividend. 

This subsection will not apply, how- 
ever, if any corporation a party to the 
reorganization is not intended to continue 
active operations in trade or business or 
if the corporation whose shares are dis- 
tributed was intended principally as a 
device for distributing earnings and profits 
of any corporation a party to the reorgani- 
zation. The amendments made by this 
section shall be applicable with respect to 
taxable years ending after the date of the 
enactment of this Act, but shall apply 
only with respect to distributions of stock 
made after such date. 

The following illustration describes a 
“spin-off” reorganization: 


Corp. A. Property 
> Corp. B. 
B Stock 
(B Stock) 
A Shareholders 
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The spin off can be used (a) to multiply 
the number of $25,000 surtax exemptions 
if the stockholders are willing to sell 21% 
of the stock to outsiders,® or (b) to realize 
capital gain ultimately on part of a busi- 
ness without reducing one’s interest in 
the original corporation. 


Separation Withdrawal from Qualified 
Employees Trust 


A withdrawal of an entire share in a 
qualified employee trust in one year is 
given relief to the extent of excluding 
from income the amount of the appreci- 
ation in value of any of the employer’s 
securities so distributed. Cash, other prop- 
erties, and the cost basis of the employer’s 
securities to the trust are to be included 
in figuring capital gain to the employee. 
He assumes the same basis for these 
securities as they had in the hands of the 
trust; the appreciation will be taxed as a 
capital gain when the securities are dis- 
posed of, or may escape taxation if the 
property is not transferred prior to his 
death. 


Separation Payments Received by an Em- 
ployee 

The new law treats lump sum payments 
received in lieu of a percentage of future 
income as long-term capital gains if certain 
requirements are met. Those requirements 
are (a) the amounts must be received 
pursuant to the employment contract, 
(b) the amounts must be received in one 
taxable year and after the employment 
has been terminated, (c) the employment 
period must be for a certain number of 
years, and (d) the contract must have 
been in existence for a certain period of 
time and provide for a share in profits for 
a period specified by the law. 


6 Under some circumstances ownership of 80% of the 
stock by the transferor corporation or its shareholders 
will prohibit the transferee corporation from using the 
$25,000 surtax exemption. See page 282 for a discussion 
of this point. 
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Employee Restricted Stock Purchase Option 


The 1950 Act allowed certain benefits 
in the case of restricted stock options 
and set up nine requirements which had 
to be met. One of these requirements was 
that at the time the option was granted the 
option price must be 85% or more of the 
value of the stock. Experience showed 
that in some cases where shareholders had 
to approve the grant of the option some 
delay occurred and the percentage changed 
and prevented the provision from being 
used. The 1951 Act merely liberalizes the 
rules to the extent of allowing the per- 
centage to be calculated without regard 
to a later date of stockholder approvals. 
This provision is effective as though it 
were in the 1950 Act, that is, for taxable 
years ending after December 31, 1949. 


Payments to Beneficiaries of Deceased Em- 
ployees 

Under the old law, amounts distributed 
to beneficiaries of deceased employees 
were almost always subject to tax in the 
hands of the recipients. The new provision 
allows beneficiaries to receive a maximum 
of $5,000 tax free if received in a single 
sum or otherwise from an employer on 
behalf of an employee and applies only if 
there is an express contract which binds 
the employer to make such payments. 
This provision is merely an expansion of 
the principle of excluding proceeds of 
insurance paid by reason of death. 

The $5,000 limit exists regardless of the 
number of beneficiaries; if more than one 
is involved, the several beneficiaries share 
the exemption. More than $5,000 may be 
exempted to a group of beneficiaries if 
more than one employer or more than one 
employee is involved. If amounts are held 
by the employer and interest is paid the 
interest is taxable income. 


Joint and Survivor Annuities 


Prior to the 1951 Act amendment, the 
survivor and the original annuitant were 
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required to recognize income on annuity 
receipts to the extent of 3% of the con- 
sideration paid for the annuity contract, 
The 1951 Act favors the survivor by allow- 
ing him to report only 3% of the value of 
the contract for estate tax purposes. The 
rest of. the rule regarding annuities has 
not been altered. Amounts received tax- 
free above the 3% figure are aggregated 
until the total consideration has been 
recovered tax-free; the balance received 
or to be received is taxable income. The 
“consideration” for this purpose to the 
survivor is the fair value for estate tax 
purposes. This provision applies if death 
takes place after December 31, 1950. 
Beneficiaries of employees covered by 
noncontributory pension or profit plans 
especially will benefit. In the past, distri- 
butions received were treated as ordinary 
income. Now only a part will be taxable, 
3% of the value of the contract for estate 
tax purposes. Since the $5,000 rule for 
payments to beneficiaries of deceased 
employees also applies, many such dis- 
tributions will be entirely tax-free. 


Redemption of Corporation Stock to Pay 
Death Taxes 


Both the old and the new rules allow 
stock in a decedent’s estate to be redeemed 
to pay death taxes and to allow the profit 
to be considered capital gain rather than 
an ordinary taxable dividend. The law 
changes the percentage which the stock 
for estate tax purposes must bear to the 
value of the estate of the decedent. It 
must be 35% of the gross estate. This 
provision is applicable to taxable years 
ending on or after the enactment date of 
the 1951 Act, and then only to amounts 
distributed on or after that date. 


TAX RELIEF—DEDUCTIONS 
Net Operating Loss Carryover 


All taxpayers may carry net operating 
losses of 1948 and 1949 over for three 
years, instead of two years as was true 
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Income Taxation of Business in 1952 


under the old provision. In addition, 
corporations which started business after 
December 31, 1945 are permitted to carry a 
1947 net operating loss over for three 
years. The year of 1952 thus may be 
aflected by losses carried forward from 
1949, 1950, and 1951 and by a loss carried 
back from 1953. 


Lifo Inventory—Involuntary Liquidation 
and Replacement of Inventory 


Certain replacements may now be 
matched first against World War II liqui- 
dations before they are matched against 
liquidations growing out of the present 
emergency. 


Forgiveness of Debts Owed by a Corporation 


This subsection does not provide any- 
thing new; it merely makes permanent a 
tule which has been extended for a year 
at a time in each of the past several years. 
It allows a corporation to elect to exclude 
income arising from the forgiveness of 
corporation debts, provided that the basis 
of corporation property is reduced cor- 
respondingly. The debts which are thus 
privileged are those evidenced by securi- 
tes. 


Percentage Depletion 


Increases have been made in the cover- 
age of and rates for percentage depletion 
for certain minerals, not including gas 
and oil. 


Expenditures for Discovery and Exploration 
of Mines or Other Deposits (Not Including 
Oil or Gas Wells) 


To stimulate exploration for mineral 
deposits, a taxpayer may elect to deduct up 
to $75,000 paid or incurred in any taxable 
year to find any deposit of ore or other 
mineral (other than oil and gas), prior to 
the development stage of a mine. He has 
an alternative of electing to defer any 
amount of these costs up to $75,000 and de- 
ducting the deferred amount ratably as the 
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ore discovered is sold. This deduction is in 
addition to the usual allowance for deple- 
tion. This election is effective for taxable 
years ending after December 31, 1950 
and is available for only 4 years. 


Mine Development Expenditures 


These may now be deducted in addition 
to the usual depletion deduction, in the 
year incurred or treated as deferred ex- 
penses to be deducted ratably as the ore or 
mineral is sold. This election may be made 
for each year starting with taxable years 
after December 30, 1950. 


TAX RELIEF—MISCELLANEOUS 


Exchanges and Distributions Pursuant to 
Orders of the S.E.C. 


This change removes certain inequities 
and is effective for taxable years affected 
by such exchanges and distributions made 
after December 31, 1947. 


Surtax on Corporations Improperly Ac- 
cumulating Surplus 


The excess of net long-term capital 
gains over net short-term capital losses 
and any income tax paid on such gains 
are excluded from the computation of the 
base for the Section 102 tax on surplus. 


Personal Holding Companies 


Relief is given to certain personal hold- 
ing companies whose funds were seized 
and held by the Alien Property Custodian 
and is applicable to taxable years starting 
after December 31, 1939. 


PLUGGING OF LOOPHOLES 


Gains on Sales of Certain Property Directly 
or Indirectly Between Spouses and Between 
an Individual and a Controlled Corporation 


This subsection denies capital gain 
treatment of sales of property subject to 
depreciation in the hands of a transferee 
where the parties are spouses or an indi- 
vidual and a controlled corporation. Years 
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ending after April 30, 1951, and only with 
respect to sales or exchanges made after 
May 3, 1951, are affected. The purpose is 
to prevent the transferee from getting the 
advantage of a stepped-up depreciation 
basis while the transferor recognizes less 
than the same amount as a taxable gain. 

Assume one of the parties owns a build- 
ing with an adjusted basis of $10,000 and 
five years of estimated life remaining and 
that the building is sold to the closely 
related party for $15,000. Prior to the 
new provision, the seller had a capital 
gain of $5,000, one-half of which was 
subject to tax if the property were held 
sufficiently long, and the maximum tax 
rate on which was 25%. The seller would 
be subject to a maximum tax of $1,250, 
while the buyer received property whose 
basis for depreciation was stepped up 
$5,000. The new provision requires the 
transferor to report ordinary gain of 
$5,000. 


Collapsible Corporations 


The 1950 Act restricted the use of 
collapsible corporations in the area of 
manufacture, construction or production 
of property. The 1951 Act specifically 
extends this restrictive treatment to 
appreciated inventory situations. In both 
cases the old loophole permitted a tax- 
payer to change an ordinary income from 
appreciated inventory or from operations 
into a capital gain on shares of corpora- 
tion stock. The 1950, and now the 1951 
Act in an additional area, treat the gain 
as ordinary gain rather than capital gain. 
Ordinary corporation liquidations are still 
excepted from this restriction. Taxable 
years ending after August 31, 1951 and 
gains on the sale of stock realized after 
that date are covered by the new sub- 
section. 


Information Returns—Interest Paid 


The Secretary was given the power to 
require information returns for interest 
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paid, regardless of the amount. He may 
require them of any taxpayer who has 
paid such interest, regardless of the type 
of obligation for which the interest js 
paid. Constructive as well as actual pay- 
ments may be covered. The old rule re- 
quired information returns on payments of 
$600 or more. 


Dealers in Securities 


Under existing law a dealer may hold 
some securities for sale to customers and 
others as investments, gains and _ losses 
being ordinary or capital, respectively. 
The new law simply reduces manipulation 
of tax liability by restricting the chances of 
shifting securities from one classification 
to another at the convenience of the tax- 
payer. A sham classification will not pre- 
vent a gain from being treated as an 
ordinary gain. If a security has at some 
time been classified as an investment 
security it can never result in an ordinary 
loss for tax purposes. Losses on sales of 
bonds by banks continue to be treated as 
ordinary losses. Sales or exchanges after 
the thirtieth day following the enactment 
of the 1951 Act are subject to this amend- 
ment. 


Dividing a Corporate Business into Addi- 
tional Corporations 


This tax-saving device has lost much of 
its appeal. Where part of a corporate 
business has been transferred to another 
company after December 31, 1950, that 
company will lose its $25,000 minimum 
excess profits credit and be required to 


pay the 22% surtax on all its income if | 
80% of its stock value or voting power is | 
owned by the transferor company or its | 
stockholders—unless it can be established [7 
by a clear preponderance of evidence | 
that tax saving was not a major motive in | 
the transfer. Stock owned by one’s family 7 


will be attributed to him and stock owned 
by a corporation or trust will be charged 
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Income Taxation of Business in 1952 


proportionately to shareholders or bene- 
ficiaries. 

These possibilities still exist: 

(1) A corporate business may be di- 
vided with a partnership or pro- 
prietorship. 

(2) A proprietorship or partnership may 
be split into several corporations. 

(3) A corporate business may still be 
split into additional corporations 
to get additional exemptions from 
surtax on the first $25,000 of income 
if the owners are willing to hold less 
than 80% of the stock of the new 
company. 


SPECIAL CLASSES OF CORPORATIONS 


Resident foreign corporations are sub- 
ject to the same normal tax and surtax 
rates as are ordinary domestic corpora- 
tions; however, of course, they are taxed 
only on income from sources in the 
United States. The 1951 Act rate increases 
do not apply to nonresident foreign 
corporations. 

State colleges and universities will be 
taxed on their unrelated business income 
after December 31, 1951, although under 
some circumstances a related publishing 
business may retain its exempt status. 

Normal tax rates have been increased 
for some mutual insurance companies, 
interinsurers and reciprocal underwriters, 
regulated investment companies and busi- 
ness income of certain organizations 
exempt under Internal Revenue Code 
section 101. The taxation of insurance 
companies has been changed, and life 
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insurance departments of mutual savings 
banks will be taxed as insurance com- 
panies if their accounts are kept separate 
from the other business of the bank. 

Mutual savings banks, cooperative 
banks, building and loan associations, and 
federal savings and loans associations 
(with some exceptions) lose their exempt 
status under the income tax after 1951. 
Certain special deductions are allowed to 
them, however. 

Effective for taxable years beginning 
after 1951, earnings of formerly tax exempt 
farm cooperatives will be taxed at regular 
corporation rates if they have not been 
allocated to patrons but have been put 
into surplus. Earnings allocated to patrons 
are taxed to them whether or not actually 
received by them just as in the case of 
patrons of nonexempt cooperatives. This 
treatment is in general that which is 
accorded trusts and their beneficiaries. 
Almost all organizations which allocate 
patronage dividends or refunds must re- 
port on information returns amounts of 
$100 or more allocated to any recipient. 

Certain registered management com- 
panies may qualify as regulated invest- 
ment companies and be accorded the 
special tax treatment accorded the latter. 
Registered management companies are 
those “principally engaged in the furnish- 
ing of capital to other corporations which 
are principally engaged in the develop- 
ment of exploitation of inventions, 
technological improvements, new proc- 
esses, or products not previously generally 
available.” 
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ACCOUNTING LEADERSHIP AND 


RESPONSIBILITIES IN INDUSTRY* 


FLADGER F. TANNERY 
Assistant Comptroller, Humble Oil & Refining Company 


HE SUBJECT of ‘Accounting Leader- 
ship and Responsibilities in Indus- 
try” is extremely broad, but it is also 
extremely vital. To discuss such a vital 
accounting subject on the campus of The 
University of Texas seems fitting because 
the University and the College of Business 
Administration are certainly interested in 
providing business with leaders. And un- 
questionably Beta Alpha Psi is an organi- 
zation with members who are potential 
business leaders. It is also an organization 
that should be very much interested in 
periodically reviewing accounting concepts 
with a view of determining whether they 
are adequate. 

There are several areas of accounting 
responsibility in industry, and there is 
more than one school of thought as to the 
scope and extent of accounting responsi- 
bility. Also, there are discussions pro and 
con as to whether accountants can assume 
the responsibilities that management and 
industry expect them to assume. I wish, 
therefore, merely to express my personal 
views as to the adequacy of accounting 
concepts and as to whether these concerts 
are broad enough to permit the accountant 
to assume the responsibilities that are his. 
Such remarks are confined to an outline 
of a few of the points involved. 

As we all know, accountancy can give 
credit for its tremendous growth to the 
advent of the industrial revolution, to the 
acceptance of scientific industrial manage- 
ment, and in the last two decades, to 
technological advancement in industry 

* This paper was presented at the annual reunion of 


the College of Business Administration of The Uni- 
versity of Texas, Austin, Texas, October 5, 1951. 


and the growth and predominance of 
large organizations with wide dispersion 
of activities, producing many different 
products. All of these characteristics of 
business have brought about decentraliza- 
tion of authority. Such patterns of busi- 
ness organization, together with the com- 
ing of income tax, excess profits tax, social 
security tax, sales tax, security and ex- 
change law, renegotiation provisions, cost- 
plus-a-fixed-fee contracts, labor laws and 
labor unions, price controls, large pro- 
duction demand of two world wars, and 
now a great defense program, have created 
“an accountant’s market.” The forces 
that have made the “‘accountant’s market” 
have likewise increased management’s 
responsibilities, and management in turn 
has called on all of its staffs, including the 
accountants, to assume more responsibil- 
ity. 
W. A. Paton, who is well known to this 
group by reputation if not personally, 
believes that “the primary function of 
accounting is to furnish significant, useful 
information to managers and owners of 
business enterprises regarding assets, 
liabilities, revenues, cost of production, 
income, and so on.’? The key words in 
Mr. Paton’s quotation are “significant,” 
“useful,” and “so on.” The leadership 
qualities of the industrial accountant are 
brought into focus by the quality of “sig- 


nificant and useful information’ that is 


“timely” furnished to management, and 


1 Joseph A. Mauriello, “The Relationship Between 
Accounting and Management,” THE ACCOUNTING RE- 


view, April 1951, p. 226. From “Restoration of Fixed | 
Asset Values,” W. A. Paton, THE ACCOUNTING REVIEW 4 


April 1947, p. 199, 
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Accounting Leadership and Responsibilities in Industry 


by the scope of meaning given to the “so 
on.” It is in this last field—the “so on” 
area—that the industrial accountants have 
ventured very little and where there are 
prodigious possibilities for developing and 
exhibiting leadership qualities. ‘‘Account- 
ing leadership and responsibilities in in- 
dustry,” therefore, is dependent on the 
quality of judgment and wisdom exercised 
in the selection of significant information, 
in the analysis made of it, and in the man- 
ner of presentation so that it will be useful 
to management. The accountant’s leader- 
ship and responsibilities are, and will 
continue to be, measured by the yard- 
sticks of his business sagacity and manage- 
ment perspective. 

Are we, as accountants, equipped with 
(1) a broad enough general educational 
background, (2) a thorough understanding 
of the real meaning and possible usage of 
accounting techniques, (3) an appreciation 
of the management problem and manage- 
ment point of view, and (4) the business 
courage necessary to accept these increas- 
ing responsibilities squarely and unflinch- 
ingly? 


WHAT ARE WE ACCOUNTING FOR? 


Before we can think much about what 
our responsibilities are and our qualifica- 
tions for assuming them, perhaps a few 
seconds should be given to the question of 
“What are we accounting for?” The an- 
swer is “performance,” and it should be 
our aim to assist management in coordinat- 
ing the performance of the company with 
its objectives. But what is the type of 
economy that we can reasonably expect 
management to perform within? We may 
not be economists, or lay claims to the 
special gift of prophecy, or possess the 
proverbial crystal ball, but all of us have 
opportunities to study current develop- 
ments and to form some opinion of the 
structure of our future economic road. 
Certainly, if we accountants are to meas- 
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ure up to our responsibilities in industry, 
it is absolutely mandatory that we spend 
some time every day in analyzing current 
economic thought, in studying economic 
developments in our country and in the 
world, in appraising the place of our in- 
dustry in the prevailing economic struc- 
ture, and in gaining an understanding of 
the problems of our particular industry 
as it lays plans to meet its economic and 
social responsibilities. In short, we must 
look ahead. 

Careful study of current literature on 
the subject will reveal certain trends in 
belief about our future economy. These 
trends are well stated by Professor Sumner 
H. Slichter, noted economist and educator, 
in his book, What’s Ahead for American 
Business? He predicts that the American 
economy of the near future will be a mix- 
ture of different and conflicting principles, 
an economy in which competition will 
continue to rule, in which decision-making 
will remain decentralized. The existence of 
competition and decision-making power is 
important. The decision as to what prod- 
ucts or goods shall be manufactured and 
what methods shall be used to manufac- 
ture them will be made by millions of busi- 
ness enterprises, guided by the decisions 
of more than 100 million customers. No 
socialism, no planned economy, is likely 
to develop, although the welfare economy, 
or possibly a handout economy, will con- 
tinue to grow, according to Professor 
Slichter.? 

From most indications, we can expect 
a continued policy of maintaining high 
level employment, increased government 
spending on all levels, a continued tend- 
ency for prices to rise, more reliance on 
technological research, an increased de- 
mand for capital goods to replace existing 
plant and equipment, and a growing in- 
fluence of statistics. All of these, and other 


2? Sumner H. Slichter, What’s Ahead for American 
Business?, 1951, Chapter VII, pp. 181-205. 
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trends, seem to point to an increasing 
demand for the services an accountant 
can render. If such services are not de- 
livered adequately, promptly, and forth- 
rightly, management will turn away from 
the accountant and look to the industrial 
engineer or to the industrial economist; 
and accountancy will then have lost its 
seat at the planning table. We should all 
think of this—we may have a reservation 
for a seat at this table, but this is one table 
which is catered by the guests, and our 
contribution had better be more than 
flowers. 

If we are “to take up” our reservation 
at this industrial planning table, we must 
shake off some of our accounting formali- 
ties. This means that we need to revamp 
some of our thinking and to modernize 
our habits and practices to get rid of: 

1. Our misdirected emphasis on balance and 
penny-accuracy which often impedes the 
end result of timely and significant infor- 
mation for management; 

. Our habit of presenting information to 

management in technical language; 

. Our reluctance to stray from conventional 

accounting reports; 

4. Our indifference to the task of gearing our 
thinking, our reports, and our accounts to 
operations and the thinking of operat- 
ing management—management thinking 
changes, and operating plans and _ tech- 
niques are changing—we must keep pace 
with these changes, 


ww 


How valuable are our reports when 
management has already had to act with- 
out them? When management cannot un- 
derstand them? When they do not follow 
operating functions and organizational 
assignment of responsibilities? When they 
are limited to general purpose reports 
only? When changing operating conditions 
are ignored in their preparation? 

These are just a few of the road-blocks 
which have resulted from paying tribute 
to conservatism. Conservatism is a worthy 
virtue, but when practiced with intoler- 
ance it can brand us as unrealistic and 
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without business courage. Just as scientists 
are always working with new media and 
are willing to modify a general principle 
if new facts so dictate—just as doctors 
constantly try to find new medicines and 
treatments for their patients—we ac- 
countants must try to find ways to account 
for management’s performances in terms 
of the economic structure within which it 
is performing; we must develop greater 
boldness, imagination, and courage; we 
must experiment and try new ideas. We 
must get away from our desks and out into 
the plants to learn what is going on and to 
gain an appreciation of the operating 
problems which we are recording in our 
accounts and analyzing in our reports. 
We must learn something about human 
relations and the place and importance of 
human factors in any organization, in any 
operating plan, and in our work of record- 
ing and analyzing financial results of the 
performances of the operating employees; 
we must learn to talk with these employees 
in terms of causes; we must develop tech- 
niques and procedures which will provide 
in “useful” form and at opportune time 
pertinent financial and operating data to 
management. In short, we must gear our 
thinking to operations and help manage- 
ment find means within the current econom- 
ic pattern and business-social structure 
for doing what it wants to do. 
Dependency on accounting traditions 
will not solve our problem. It will not 
make us business leaders. It is probably 
true that tradition, precedence, and con- 
sistency often provide sound foundations 
on which to stand when looking into the 
future; however, these foundations, in the 
case of accounting, are not of sufficient 
strength to carry the superstructure that 
is required for accounting if it is to keep 
pace with the technological advancements, 
changing economic concepts, and current 
speed of conducting business transactions. 
It seems that we should question the use- 
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fulness of some of the assumptions under- 
lying our accounting traditions—the as- 
sumptions that accounting values must 
be based on cost, that the primary purpose 
of depreciation is to allocate the “original 
cost” of fixed assets to the respective pe- 
riods in which those assets are used in 
operation, that all of our reports must be 
from recorded cold historical facts, and 
that these reports must contain figures 
that ignore the changing value of the dol- 
lar. Sound as these assumptions may be 
and as useful as they may have been in 
the past, they now narrow the scope of the 
industrial accountant and form obstacles 
in his path as he moves to meet his re- 
sponsibilities with business courage. Will 
these assumptions carry the accountant 
into a near future economy geared to the 
power and suddenness of atomic energy 
with concepts limited to the power and 
motion of the gold standard era and early 
gasoline motor economy? The historical 
costs, whether they pertain to the con- 
struction or purchase of fixed properties 
or to the current operating expenses of the 
previous month or quarter, are of limited 
value to management. This limitation 
grows when such figures bear little or no 
relation to the current value of the fixed 
property, or when the reported operating 
expenses and reported income are meas- 
ured by a mixture of the current dollar 
and dollars of prior years when the pur- 
chasing power was different. 

How realistic, how accurate, and how 
useful are the income statement and the 
balance sheet produced by conventional 
accounting methods? Neither of these 
statements can be useful to management 
in its day-to-day decisions for more than 
one reason—the basic reasons being that: 

1. They are too slow in reaching manage- 

ment’s desk 

2. They contain a mixture of economic values 


3. They cover too much in too brief a form 
to be of great value to management. 
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Some of the most useful types of state- 
ments for management seem to be: 


1. Analyses and forecasts of changes in work- 
ing capital 
2. Analyses and forecasts of capital expendi- 
tures 
3. Analyses and forecasts of income and 
changes in the source of income 
4. Analyses and forecasts of various types of 
operating expenses 
. Analyses and estimates of changes in income 
after considering the tax effect of proposed 
transactions 
6. Estimates of taxes and operating expenses 
if the volume of operations changes or if 
the company expands into new territories 
or into the manufacture and sale of new 
products. 


wn 


These breakdowns and analyses of the 
balance sheet and income statement must 
be made with a great deal of business un- 
derstanding, and they must contain fore- 
casts and anticipated financial results of 
planned operations. 

The conventional profit and loss state- 
ment and balance sheet prepared by con- 
ventional accounting methods are of 
limited help to management in fulfilling 
its obligations to stockholders, employees, 
and the public. These statements give 
management a mixture of facts expressed 
in a mixture of dollars of varying purchas- 
ing power, and they fail to give the stock- 
holder a fair appraisal of the earning power 
of the business in the prevailing economy. 
They do not give the stockholder data in 
up-to-date dollars so that he can look into 
the future and decide whether to retain, 
dispose of, or increase his holdings in the 
company; they provide no information 
for the stockholder to distingush between 
management profits and “dollar profits”’ 
that are brought about by changing price 
levels. Likewise, these statements are not 
current enough and are not geared closely 
enough to the current-day economy to 
enable the employee to appraise the com- 
pany in its relationship to his own per- 
sonal current living costs. He is therefore 
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at a disadvantage in determining what his 
chances are for regular employment at 
satisfactory current wage levels. Finally, 
do these statements place management and 
labor leaders at the negotiating table with 
a mutual understanding of the information 
they are using so that each of them is 
equipped to talk about the company’s 
ability to pay? Is the labor leader ade- 
quately informed and is management in 
a fair position when the figures they are 
working with provide only for the “re- 
covery of the dollar capital’’—figures that 
give no consideration to ‘‘the maintenance 
of fiscal capital’’? Finally, these statements 
provide income tax figures on which to 
calculate federal income tax payments. Are 
income tax payments calculated on such 
figures confiscating in character when they 
are determined from income that has not 
matched the “income dollar” with a “cost 
dollar” of equal purchasing power? Un- 
doubtedly, we cannot get very far in our 
requests for the government to be more 
realistic in determining income for tax 
purposes unless we accountants can be 
more realistic in reporting and calculating 
our income for management, stockholders, 
employees, and the government. L. J. 
Benninger, in an article published in THE 
ACCOUNTING REVIEW states, ‘‘Financial 
accounting as a device leading to the 
preparation of a questionable income state- 
ment and a more questionable balance 
sheet had its heyday in the first half of the 
present century. Accounting as a tool 
which embraces techniques of the statisti- 
cian, the objective experimentalism of the 
engineer, and the concepts of the economist 
has great potentialities for serving the 
forward-looking purposes of managment 
and investors beset on every hand by 
change in the social and economic scene. 
To be of greatest assistance in the solution 
of problems of private and public enter- 
prise, there is a need for a broadened con- 
cept of the role of the accountant and ac- 
counts,’ 


Has our devotion to conservatism, our 
unwillingness to break away from the his. 
torical cost hitching post, and our fre. 
quent representation that we tell “the 
truth, the whole truth, and nothing but 
the truth” created a misconception that 
financial statements are true and accu- 
rate in an absolute sense? Has this mis- 
conception served to block the path of 
advancement of the industrial accountant? 
I believe that it has and that it is likely 
to make of us “recorders and reporters.” 
Surely no statement could have a greater 
misdirected connotation than the fre- 
quently repeated statement that the ac- 
countants’ reports tell “the truth, the 
whole truth, and nothing but the truth.” 
Accountants are just not possessed with 
such gifted powers. Of necessity, our re- 
ports are filled with many estimates, 
prorations, and allocations, and a large 
amount of pure common horse sense 
and judgment. Can clinging to these early 
day assumptions on which accounting 
started its growth really give us enough 
leeway to become a profession that is 
recognized and respected by the busi- 
nessman as we would like to have him do? 
No profession has developed from relating 
cold recorded facts only; it is the use of 
judgment that makes a profession. The 
lawyer uses judgment and issues his opin- 
ion; the doctor uses judgment and gives 
his diagnosis. Likewise, the accountant 
must develop business sagacity and cour- 
age so he can render forthright valued 
estimates, opinions, and business analyses 
and appraisals. 

A number of polls have been taken in 
the last few years to determine the general 
public’s opinion of statements published 
by corporations. The results of these polls 
certainly are not flattering. They indicate 
that a large majority of the public do not 
believe our reports. It is possible that 


3 L. J. Benninger, “Needed: A New Concept of Ac- 
counts,” THE ACCOUNTING REviEw, October 1951, p. 
484. 
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management also has some doubt of our 
representations. Management is led to 
believe and expect the industrial account- 
ant’s report to tell “the truth, the whole 
truth, and nothing but the truth,” only 
to find that it does not do this every time. 
This situation has probably caused man- 
agement to develop some skepticisms 
about the value of the accountant’s work 
and of his recommendations. When this 
skepticism exists, along with the limited 
use of cold historical facts which are delayed 
in order that the so-called 100 per cent or 
“the absolute truth” can be presented, is 
not the accountant’s usefulness to manage- 
ment very weak, and does he not create 
a great deal of doubt as to whether he 
possesses the business sagacity necessary 
to justify management’s spending any 
time with him or listening to his recom- 
mendations? Let’s recognize some of these 
limitations and quit waiting to present a 
100 per cent figure until our data is of 
limited value because of delay (actually, 
you and I both know it is not a 100 per 
cent figure, and we are not doing any- 
thing but kidding ourselves). We know 
that the figure is a 100 per cent figure of 
something—but what? We develop it by 
deciding on an arbitrary date to cut off 
for transactions included in the reports; 
hence, we know that in this so-called 100 
per cent figure are some expenses of last 
month and probably some income of last 
month. We know also that it does not have 
all the expenses of the current month and 
is lacking in some of the income of the 
current month. We know also that many 
of the figures are determined by methods 
of proration and allocation. So what is it 
100 per cent of? Why not quit kidding 
ourselves and trying to convince manage- 
ment that we are reporting 100 per cent 
true figures. Why not give management, 
as quickly as possible, at the close of any 
fiscal period or after any project has been 
completed, the “historical facts” that we 
have and estimate the rest. Tell him it 
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is an estimate, but work at the problem 
of giving “good estimates and opinions” 
so that sooner or later we can create 
within the minds of management an ap- 
preciation for our work, an understand- 
ing of our work, and confidence in it, 
even though he knows it is not a 100 
per cent true figure. The 100 per cent true 
figure just does not come in most cases 
and if it could get here, it would be so late 
that management would have no use for 
it. Management’s decisions have to be 
made today—they can’t wait until tomor- 
row. Do we not need a little more realism, 
a little more usefulness, and a lot more 
business courage in our accounting data? 
In brief, do we not need to reduce the 
emphasis on “cold historical facts” and 
get out some “hot” and useful estimates 
based on current values and current pur- 
chasing power of the dollar? Oscar Ostlund 
has said, “The man who moves, humbly, 
in the direction of truth comes closer to it 
than the partisan who claims to have the 
truth assembled within the framework of 
some streamlined ideology.’ 

The preceding remarks indicate some of 
the accountant’s responsibilities and point 
out a few of the shortcomings of our qualifi- 
cations. If we understand our shortcom- 
ings, we probably have some idea of what 
we can do to strengthen our position. 
Honoré Gabriel Mirabeau once said, 
‘“‘When a man is in earnest, and knows 
what he is about, his work is half done.’ 
Undoubtedly we should be in earnest, and 
certainly we should have some under- 
standing of what our work is all about and 
should seek ways to improve our qualifi- 
cations for becoming leaders in industry. 
To accomplish this, there are several things 
we should do and which I should like to 
summarize. 


1. Our colleges of business administration 
should broaden their requirements for a 


4 Think, International Business Machines Corpora- 
tion, September 1951. 
5 Tbid., April 1951. 
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degree in accounting to include more courses 
in the social and natural sciences, literature, 
and art. These requirements also should 
give more time and a greater emphasis to 
grammar, sentence structure, and the art of 
report writing. It is my belief that account- 
ing students generally leave the university 
with too narrow a background in the courses 
designed to train and develop their thinking 
processes as opposed to those that develop 
their technical skills. I think a man should 
be required to have at least six years in 
college before he presents himself as a 
graduate in accounting. 

We should shake off much of our conserva- 
tism and substitute therefor some business 
courage. John Quincy Adams once said, 
“Courage and persistence have a magical 
talisman before which difficulties and ob- 
stacles vanish into the air.’’* The accountant 
is naturally conservative, but we must take 
measures to develop in him greater bold- 
ness, imagination, and creative abilities. 

The accounting profession should give 
much more serious thought to a critical re- 
view and analysis of our accounting prin- 
ciples and concepts. It appears that these 
should be weighed carefully in the light of 
the tempo of our economic structure. It is 
my firm belief that we must do something 
to make the results of our work more mean- 
ingful, to make them reflect more nearly 
current operations in current-day dollar 
values. Quoting again from Professor Paton, 
“Where recognition of economic realities 
runs counter to some convention or tradi- 
tion, ... tradition should give way.’ It 
seems that our accounting associations may 
be dragging their feet and may be lacking 
in boldness and courage in forthrightly at- 
tacking the problem of adapting accounting 
principles and concepts to our current eco- 
nomic structure. 


. The American Institute of Accountants 


should take the lead in uniting all account- 
ing forces back of the problem of keeping 
our accounting principles and concepts 
geared to our economy and our industrial 
way of life. We are badly in need of a nation- 
ally accepted set of accounting principles 
and concepts. These should be developed 


[bid., March 1951. 
7 Joseph A. Mauriello, “The Relationship Between 
Accounting and Management,” THE ACCOUNTING 
Review, April 1951, p. 231. From “Accounting Proce- 
dures and Private Enterprise,” W. A. Paton, Journal 
of Accountancy, April 1948, p. 279. 
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and issued by a committee representing the 
public accountants, industrial accountants, 
and accountants in the teaching profession, 
The accounting principles and concepts 
that are adapted should contain the voice 
and opinion of the industrial accountant, 
The public accountant can greatly increase 
his field of activities, enlarge his accounting 
fees, and grow in stature with the top man- 
agement of the client he serves if he will take 
a greater stock in the industrial account- 
ant’s needs and work toward strengthening 
the accounting organization of the client. 


. The industrial accountant should take ad- 


vantage of every opportunity to study and 
understand human relations. He should 
take courses in human relations and should 
avail himself of an opportunity to attend 
employee and human relations conferences 
and programs. The industrial accountant 
should recognize that there is a great deal 
to what I choose to call “human engineer- 
ing” in an organization. The best of proce- 
dures, the best of accounting concepts, and 
the best accounting organization will 
break down unless humanly engineered 
properly. 


. There should be a closer working relation- 


ship between schools and men in business. 
Schools have been a little prone to criticize 
the industrial and public accountants for 
their attitude toward the college graduate; 
on the other hand, the industrial accountant 
has too often criticized the schools for being 
too theoretical in approach. These criticisms 
are due largely to a lack of understanding 
of each other’s problems. It seems to me 
that an understanding can be brought 
about through a series of clinics or short 
courses conducted on the campus. There 
appears to be a great need for these clinics 
in current business problems—problems of 
the industrial accountant, problems of the 
retail accountant, problems of the con- 
troller, and problems of the public account- 
ant. Such clinics or courses should be spon- 
sored jointly by accounting and other busi- 
ness organizations and by the schools of 
business administration. The teaching stafl 
in these clinics should come largely from the 
business field and be made up of men who 
are engaged in the solution of these prob- 
lems. The courses should be open to all stu- 
dents of the junior and senior levels. A series 
of well planned and directed clinics of this 
type would help bridge the gap between 
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the college graduate and the industrial em- 
ployee. 

. Finally, we should change our philosophy 
of approach in our service to management. 
We should attempt to get away from the 
“no”? men and adopt the attitude “we'll 
find a way to accomplish any sound objec- 
tive.’ William H. Garbade, president of the 
Deep Rock Oil Company, speaking to the 
Fifth Annual Accounting Conference at 
The University of Tulsa in May 1951 said, 
“Accountancy, like law, leans heavily on 
historical precedent and so-called accepted 
standards. Quite naturally, therefore, neither 
the accountant nor the lawyer has developed 
a reputation for open-mindedness toward 
new ideas. Traditionally, the lawyer was the 
‘no’ man in corporate affairs. Today, of 
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course, there’s a gradual recognition of the 
need for plain talk in contracts, letters, and 
in everyday speech. The progressive lawyer 
has adopted the attitude ‘we'll find a way 
to accomplish any sound objective.’ In 
other words, he’s a yes man, not a no 
man—a doer, not a reviewer. 

“Accounting and legal concepts are 
evolutionary in nature, while American pro- 
duction concepts are revolutionary. Business 
management won’t take no for an answer. 
That’s why the ‘no’ man seldom makes the 
varsity team.’’8 


8 William H. Garbade, “What Management Expects 
of Accountants Today; Nine Specific Desirable Quali- 
fications,” The Journal of Accountancy, November 1951, 
p. 610. 


AMERICAN ACCOUNTING ASSOCIATION RECEIVES 
GRANT FROM MERRILL FOUNDATION 


The Trustees of the Merrill Foundation 
on May 13, 1952, made a grant of $15,000 
for a study of the effects of price-level 
changes on financial statements. The 
American Accounting Association is spon- 
soring the project, and Yale University is 
administering the fund. The Director is 
Ralph C. Jones, Professor of Economics at 
Yale and Director of Research of the As- 
sociation. Work began June 1, 1952. 

The purpose of this project is twofold: 
1) To test the methods, procedures and 
conclusions of Supplementary Statement 


No. 2, “Price Level Changes and Finan- 
cial Statements,”’ by applying them in de- 
tail to the accounts and statements of spe- 
cific corporations. 
2) To gather information and lay plans 
for a larger study. 

This is the first substantial grant of funds 
ever received by the Association for re- 
search. It should enable us to carry out the 
first phase of what we hope will be a major 
research program on the accounting as- 
pects of price-level changes. 


THERE IS NO MYSTERY 


ARTHUR M. SARGENT 
Secretary, California Society of Certified Public Accountants 


HERE IS no mystery to public rela- 
tions. Any certified public account- 
ant would consider himself well 
qualified to deal intelligently with each 
individual phase of a public relations pro- 
gram. Does a certified public accountant 
question his ability to serve his clients 
adequately? Does he doubt that he can 
administer fair personnel policies? Does he 
not believe he can develop constructive 
client relations, maintain a neat, efficient 
office, be of service in his community? 
Is he not ready to meet, work with, and 
discuss mutual problems with other groups 
such as bankers, lawyers, credit managers, 
who have so much in common with certi- 
fied public accountants? 

Yet put all these activities together, 
label them public relations, and what 
happens? Public relations becomes a mys- 
tery. The profession begins to search for 
experts who can interpret this mysterious 
and magic formula designed to create good 
public relations. Indeed, any competent 
certified public accountant with an open 
mind can understand and supervise the 
application of sound principles of public 
relations in his personal and professional 
activities. This is not to minimize the value 
of the organized public relations effort of 
the profession through its Societies and the 
American Institute of Accountants, but 
at the moment think about what the in- 
dividual can do about public relations. 

Here is a simple and sensible way to look 
at public relations. We want all the people 
to feel a certain way toward us, so we must 
make sure that every possible point of 
contact we have with the minds of people 
is used to the best possible advantage to 
bring about the desired public opinion. 


Good professional work, attractive quar- 
ters, efficient and courteous staff, adequate 
services, community activities—are all 
contact points from which opinions are 
formed in the public mind. 

Recently a California certified public 
accountant who found himself involved 
in what seemed to him “the mysteries of 
public relations’ concluded a discussion 
on the subject by saying, “‘All this public 
relations really is, is doing our work better 
so that we may be more highly regarded 
and perhaps earn more money.” 

That statement is probably oversim- 
plified, but it certainly is the core. Public 
relations is 90% doing right and 10% talk- 
ing about it, Public relations is nothing 
more than a planned policy conducted in 
a manner that will build public confidence 
and increase public understanding— 
whether it be for a profession, a firm or an 
individual. 

With this introduction, examine public 
relations as it applies to the individual 
certified public accountant. First, we must 
define public relations. Second, we must 
answer the question “Why do certified 
public accountants need public relations?” 
Third, what can the individual certified 
public accountant do to improve his public 
relations program, and consequently the 
public relations program of the profession 
as a whole? 


DEFINING PUBLIC RELATIONS 


As a profession grows more complex, 
the transmission of ideas is quickened, 
competitive forces are multiplied and ex- 
panded; it becomes increasingly apparent 
that the profession must win and hold the 
approval of others if it is to survive the 
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welter of competing forces struggling for 
public favor. This recognition leads to the 
development of public relations. 

Public relations is not a commodity that 
can be purchased like durable goods at the 
corner store. However, it does find its 
worth, and its proofs, in the realm of the 
tangible as well as the intangible. One 
thing is unalterably true. Public relations 
must be based on sincerity of purpose and 
honesty of expression. Otherwise it will 
have no lasting value. 

But even sincerity of purpose and hon- 
esty of expression are not enough. There 
must be continuity and constant effort. 
Once the tap of public relations is turned 
on it must be left open. Public relations 
is not something that can be substituted 
for aggressive policies, or for any other 
deficiency. Nor can a public relations pro- 
gram be one of patching up old mistakes or 
taking eleventh-hour action. Nor can it 
remain static; it must be scrutinized con- 
stantly to meet new and changing condi- 
tions. A program of public relations for the 
accounting profession, and the individuals 
in it, must contemplate a clear under- 
standing of the profession’s philosophy, 
functions and services—first, by those in 
the profession, and second, by those the 
profession serves. 

Public relations for the accounting pro- 
fession, or any group for that matter, be- 
gins and ends with the individual. The 
first essential of good public relations for 
certified public accountants is good work 
of professional character, a strict adher- 
ence to the principle of independent judg- 
ment. For public relations results are 
formed by actions, not by words or statis- 
tics. 

And, by the way, public relations is not 
the creation of favorable news; this alone 
would be “press agentry.” 

Public relations is not directed, in the 
popular sense, to the “general public” 
but to many “publics.’”’ Each group or 


individual contemplating a public relations 
program must determine the “publics” 
which are of concern to him. If the public 
relations program to be developed is con- 
cerned with the sale of cereal, then the 
most important “publics” might logically 
be mothers and children. For certified 
public accountants the “publics” become 
bankers, credit managers, lawyers, busi- 
ness leaders, clients. 

So much for a few explanatory words 
about public relations. 


WHY PUBLIC RELATIONS? 


Probably there are few who doubt the 
wisdom of a good public relations program, 
but still it is well to be faced with a few 
stark realities which may serve to bring 
into high relief the need for public relations. 

The Opinion Research Corporation, em- 
ployed by the Controllership Foundation 
to ascertain the public’s reaction to the 
facts and figures of business accounting, 
revealed great misunderstanding. Most 
certified public accountants have heard or 
read of the findings of this group in publi- 
cations of the various accounting organiza- 
tions. 

The revealed facts, while not conclusive 
in themselves, certainly tend to prove that 
people do not understand accounting 
statements—the basis of an accountant’s 
work. The public has the wrong impression 
with regard to the profits made by Ameri- 
can business—profits which are revealed 
to them by the accounting profession. The 
terminology is confusing and there is dis- 
trust of accounting. A certified public 
accountant certificate is not accepted with 
full confidence. 

These facts are interesting and, to some 
extent, tangible evidence of the need for 
a public relations program on the part of 
the accounting profession. Unfortunately, 
there is no evidence other than this, except 


1“What the Public Thinks About Financial State- 
ments.” The Journal of Accountancy, June 1947. 
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that in the minds of certified public ac- 
countants everywhere is the realization 
that the facts revealed by the Controller- 
ship Foundation are an indication of a 
need to bring about better public under- 
standing of certified public accountants 
and their work. 

The more specific proofs of why a public 
relations program is needed exist in the 
mind of each certified public accountant 
when, in his daily practice, he is constantly 
confronted with misunderstanding and 
becomes aware of a need to be better un- 
derstood. 

Now the foregoing should not be inter- 
preted as a blanket accusation that the 
accounting profession is without friends 
and without understanding and completely 
devoid of public relations. On the contrary, 
great progress has been made by the Amer- 
ican Institute of Accountants and the 
state societies, but there is still much more 
to be done. 

As indicated above, public relations 
begins and ends with the individual. A 
gradual realization of what the problem 
is and what the individual can do about it, 
followed by positive action on the part of 
the individual, is the only thing which will 
ultimately bring about a better under- 
standing of the accounting profession. 
One can readily see the effect on the busi- 
ness public of composite public relations 
action by certified public accountants 
everywhere. 


WHAT CAN THE INDIVIDUAL DO ABOUT 
PUBLIC RELATIONS? 


It cannot be repeated too often, or over- 
stressed, that the first thing the individual 
CPA can do about public relations is good 
professional work. Public relations activi- 
ties of any kind will fall in shambles, as 
will an inadequately supported super- 
structure, if a solid foundation of good 
professional services to clients is not the 
underpinning. This is no less true for the 


individual. All efforts at public relations are 
futile if not supported by satisfied clients. 
All other phases of public relations are 
important—but secondary to this primary 
essential. 

Yes, public relations begins and ends 
with the individual. He is the most im- 
portant tool of any public relations pro- 
gram; and if he will utilize adequately the 
most important medium of public rela- 
tions, word-of-mouth, the result will be a 
program of sound education. This program 
of education is accomplished in two ways: 
(1) the direct approach; (2) the indirect 
approach. 

In the direct approach, as the occasion 
arises in everyday contact the individual 
seeks to give information about the public 
accounting profession. In the indirect 
approach, which is perhaps of far more im- 
portance, the individual seeks to make 
known the good work of the public ac- 
counting profession and bimself as a mem- 
ber of that profession, less by the things 
he says and more by the things he does. 


Community Service 


Community service can do much to 
build public relations for certified public 
accountants. In community relations, as 
in all other phases of public relations, the 
problem is less how much can be done 
than how well, how intelligently, a few 
important things can be done. The enor- 
mity of choice of types of community 
service calls for careful thought. In addi- 
tion to its organized government, nearly 
every community has civic organizations 
relating to homes, schools, churches, rec- 
reation facilities, public health and wel- 
fare, which cry out for assistance from 
citizens. 

All phases of community life are carried 
on by the interested people of the com- 
munity. Some are public servants but most 
are private citizens. There is no end to the 
ingenuity and creativeness that can be 
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used in community services. As many 
avenues are open as there are needs of the 
people. A certified public accountant will 
find a hearty welcome in many phases of 
community life. 


Legislation 


Legislation represents an important field 
for public relations work. Generally speak- 
ing, the people elected to office are sen- 
sible, successful fellow citizens. Learning 
to know them and to help them under- 
stand the public accounting profession is 
part of a certified public accountant’s 
job. If he believes in the public accounting 
profession he has an obligation to see to it 
that the legislature understands and be- 
lieves in the work of the profession. Most 
crack-pot legislation, whether state or 
national, is based on misunderstanding 
and lack of information about the pro- 
fession. 

It is interesting to note how public 
relations ties so many activities together. 
For example, as you participate in com- 
munity service you educate your legisla- 
tor. As you perform community service 
you strengthen your position in the eyes 
of the community and hence in those of the 
legislator. 

If the certified public accountant will 
take the time and trouble to know his 
legislator he will have taken a very im- 
portant step. It is not necessary to raise 
imaginary obstacles between the individual 
and the legislator. To be a successful 
politician you must know people and 
what they are thinking. The more people 
the politician knows, the more influential 
and the more articulate these people are, 
the better he likes it. A legislator, unless 
he is the exception, wants to know the 
individual, but the individual must speak 
up if he wishes to be heard. 

Nor can we fairly ask for the whole- 
hearted support of legislators unless we in 
turn support them. If a legislator gives his 


support, he has a right to expect some in 
return, particularly with the other prob- 
lems with which he has to deal in com- 
munity, state and national affairs. 

Certified public accountants should not 
overlook a program of closer and friendlier 
relations with men in pertinent govern- 
mental agencies, particularly those agencies 
with which public accountants deal most. 
Who are the heads of these agencies? Are 
they well known to the individual and 
other members of the profession? Has an 
effort been made to understand their 
problems, as well as to lay the profes- 
sion’s problems before them? Are the heads 
of those agencies sympathetic to problems 
of certified public accountants? 


Other Organizations 


Popularly, we think of the public as 
one great mass of people. Actually, as 
said before, in public relations there are 
many publics. For example, publics of 
concern to certified public accountants 
include Chambers of Commerce, trade 
organizations, stockholders, lawyers, busi- 
ness management, controllers, bankers, 
credit grantors, public accountants, in- 
ternal auditors, educational institutions, 
employees, public opinion leaders, agen- 
cies of government, labor, the National 
Association of Cost Accountants, the 
National Association of Manufacturers, 
the Committee for Economic Develop- 
ment, and other business organizations. 
As the people who make up these publics 
become indoctrinated and conscious of the 
public relations aims of the profession, 
they too become a part of the program. 
The contribution of any one individual 
may in itself be slight, but the composite 
effect on the public relations program will 
be increasingly evident. 

It is important that the accountant 
have some knowledge of the aims and pur- 
poses of organizations such as those listed 
above, and that where feasible he im- 
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prove public relations for himself and the 
profession by association with one or more 
of them. This is not to suggest that the 
certified public accountant must become a 
professional joiner. Certainly, in the nor- 
mal course of time, somewhere the path 
of every accountant crosses that of men 
who are a part of these other groups, 
whether it be by direct affiliation or by 
chance acquaintance It is when those 
paths cross that public relations signposts 
may well be erected. 


Bankers and Lawyers 


The importance of bankers and lawyers 
in a program of public relations is self-evi- 
dent to certified public accountants. It is 
quite apparent that most lawyers and many 
bankers know all too little about some of 
the commandments which are a part of a 
certified public accountant’s bible, such 
as the Rules of Professional Conduct, the 
pride in professional independence and in- 
tegrity, the standards of accounting and 
auditing promulgated by the American 
Institute of Accountants, the meaning of 
phrases and expressions used in account- 
ants’ reports. 

Have you ever asked yourself the ques- 
tion, ‘‘What specifically have I done to 
foster good public relations for myself 
and my profession among bankers, law- 
yers, and other professional and semi- 
professional groups?’ Among bankers, the 
certified public accountant will find an 
open minded, public relations conscious 
group, ready and willing to work for com- 
mon interests. 


Personnel 


Probably no group affects the personal 
public relations program of certified public 
accountants as much as employees. Their 
attitudes not only affect costs and quality 
of work but they influence client and com- 
munity attitudes. Human and sympathetic 
relations between the employee on one 


hand and the employer or supervisor on 
the other hand will always implement 
public relations. The principal interests 
or concerns which affect the attitudes of 
employees are steady employment, the 
faith the employee has in his job security 
as long as he performs his work satisfac- 
torily, group accident and health insurance 
when feasible, a reasonable vacation with 
pay, pleasant working conditions, the repu- 
tation and prestige of his employer within 
the profession, the amount of pay, the 
opportunity to give full expression to such 
abilities as he may have, and the chance 
to improve his position. 

Employees have responsibilities. If a 
certified public accountant is an employee 
he is a partner with his employer in public 
relations. His responsibilities to the em- 
ployer must include business intelligence 
and conscientious effort, cooperation and 
teamwork, professional conduct at all 
times, careful grooming and good manners, 
the obligation to handle and develop as- 
sistance, continual study and _ progress, 
reasonable patience and restraint, loyalty 
and dependability. 


The Office 


The nature of the public accounting 
profession demands that a certified public 
accountant’s office be highly developed, 
since it is the focal point of many lines of 
business activity. Like the suit you wear 
or the house you live in, justly or unjustly 
the fact remains that many people form 
impressions of a certified public accountant 
by what they see and hear in his office. This 
is true whether the organization is large 
or small, or whether the office is that of a 
partner or principal in public practice or 
that of an employee in public practice or 
private industry or public service: Good 
public relations may be stimulated by the 
type of quarters, by the arrangement of 
these quarters, and by the general appear- 
ance of the place in which the individual 
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works and the type of equipment and sup- 
plies he uses. The size of the space occupied 
and the quality of the fixtures are not the 
important factors. Large or small, expen- 
sive or inexpensive, all offices do reflect a 
degree of public relations consciousness. 

Public relations is constantly present in 
ofice contacts which divide themselves 
into personal contacts with other members 
of the staff, clients, and others who come to 
the office. Elementary as it may sound, 
how you get along with others in your 
office, the relationship that exists within 
the working team, and the treatment ac- 
corded those that enter your place of 
business will have far reaching effects on 
you and your business. 

A certified public accountant in his 
office may be known by the voice that 
speaks for him. Every time someone con- 
nected with the office speaks over the 
telephone he or she helps either to build up 
public relations or to tear it down. There 
is a world of difference in the way the 
pleasing, friendly, helpful and convincing 
voice and the lifeless, unimpressive and 
indifferent voice can affect a caller. Simple 
principles of good telephone conversation 
are to have a prompt and pleasant greeting 
to identify oneself, to be easily and ac- 
curately understood, and to reflect cour- 
tesy and the desire to be of service. 

Office efficiency may also be judged by 
correspondence. Often one is judged by a 
single letter. Many businessmen today are 
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writing letters with hackneyed, obsolete 
forms—expressions of a former business 
age. Correspondence should reflect prompt- 
ness, neatness, brevity, clarity, certainty, 
logical arrangement. 


As a Member 


The certified public accountant, as a 
member of a state society or of the Ameri- 
can Institute of Accountants, can improve 
his personal public relations to the extent 
and by the quality of his participation in 
the organization. The composite effect of 
such participation by all members shapes 
the course of the profession’s public rela- 
tions program. 


Conclusion 


There is no mystery to public relations 
when viewed through its component parts. 
The certified public accountant must, as 
in all things, have an open mind and be 
ever on the alert to improve the separate 
phases of his public relations program. All 
that needs to be done is well within the 
ability of each one. 

Is it not interesting and challenging, 
perhaps even inspirational to some, to 
imagine the composite effect on public 
understanding and acceptance of the 
profession if each individual would make a 
personal effort to improve, just a little, 
every phase of his personal public relations 
program? The results could be—and prob- 
ably will be—well worth the effort. 
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REPORT OF THE FEDERAL GOVERN. 


MENT ACCOUNTANTS ASSOCIA- 
TION’S SYMPOSIUM ON 
INTERNAL CONTROL’ 


LINnDSLEY H. NOBLE 
Controller, Atomic Energy Commission 


HERE was standing room only in the 
Interior Department Auditorium on 
January 10, 1952 when 908 account- 
ing, budget, and management officials 
from all branches of the Government 
gathered to attend an all-day symposium 
on the subject of internal control. The 
meeting, sponsored by the Federal Govern- 
ment Accountants’ Association, a recently 
established and wholly independent or- 
ganization of professionally qualified ac- 
countants in the Federal government, was 
the most important step taken thus far 
by the Association in its program to raise 
the standards of accountants and account- 
ing in the Government service. The Asso- 
ciation is an outgrowth of the great in- 
terest engendered throughout the Govern- 
ment by the joint program for improving 
Federal accounting instituted about four 
years ago by the Comptroller General, 
the Secretary of the Treasury and the 
Director of the Bureau of the Budget. 
Letters from these three officials heartily 
endorsing the conference and extending 
wishes for its success were read at the open- 
ing session by the president of the Associa- 
tion, Mr. Walter F. Frese. Numerous other 
letters had been received from top officials 
of other agencies and departments ex- 
pressing their appreciation and support 
of the meeting. 
The first paper was presented by Mr. 
R. R. Pippin, First Assistant Treasurer of 
E. I. duPont de Nemours Company, who 
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outlined in bold strokes the broad policies 
that must underlie an adequate system of 
internal control. Mr. E. L. Kohler, well- 
known author of works on accounting and 
auditing, drew from his wide experience in 
both public and Government accounting in 
presenting a cogent summary of the essen- 
tial elements in a program of internal au- 
dit. Mr. Irving Tenner, prominent fiscal 
consultant, opened the afternoon session 
with a discussion of the special consider- 
ations in the application of internal con- 
trol to Government with many illustra- 
tions from his experience in state and 
municipal government. 

A lively and stimulating panel discus- 
sion followed which was participated in 
by these three speakers, Mr. L. P. Houri- 
han, General Auditor for the Ford Motor 
Company; Mr. Ted B. Westfall, director 
of Audits of the General Accounting Office; 
and Mr. L. W. Acker, for the past two 
years Director of Internal Audits of the 
General Services Administration; with 
Mr. Frese serving as moderator. Written 
questions submitted by the audience kept 
the panel members on the edge of their 
chairs and dramatically confirmed the 
keen and penetrating interest of those pres- 
ent in the subject of the conference. 

At the regular monthly dinner meeting 
of the Association which followed at the 
Willard Hotel the theme of the day was 
continued in unabated fashion when Mr. 
Hourihan addressed 362 members and 
guests of FGAA on the Ford Motor Com- 
pany’s experience in the development of 
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an internal audit program and organiza- 
tion. Included at the speaker's table were 
Mr. George Y. Harvey, Clerk of the House 
Appropriations Committee, and official 
representatives of the District of Columbia 
Institute of CPA’s and the Washington 
chapters of the Controllers Institute of 
America, the National Association of Cost 
Accountants, the Institute of Internal 
Auditors, and the Systems and Procedures 
Association of America. 


A twelve-page bibliography on internal 
control was distributed at the symposium. 
The Association hopes also to be able to 
publish either in full or in digest form the 
papers presented at the symposium and 
the evening meeting. These would be of 
permanent value and help to all concerned 
with accounting in the Federal Govern- 
ment. Inquiries concerning the Associa- 
tion should be addressed to its president at 
Post Office Box 53, Washington 4, D. C 
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A CRITIQUE OF ACCOUNTING TRENDS 
AND TECHNIQUES—1951 EDITION* 


RoBEert H. GREGORY 
Associate Professor, University of Buffalo 


HIs paper is an outgrowth of a re- 

view of Accounting Trends and Tech- 

niques in Published Corporate Annual 
Reports—1951 Edition and the four earlier 
editions. These books were written by the 
research department of the American 
Institute of Accountants. The subtitle of 
the 1951 edition indicates that it is the 
“Fifth annual cumulative survey of the 
accounting aspects of 525 corporate annual 
reports, to which are added excerpts from 
and comments upon unusual accounting 
treatments found in six hundred additional 
reports. The reports analyzed are those 
with fiscal years ending May 1, 1950 to 
April 30, 1951.” 

However, while studying the 1951 
edition and comparing it with the four 
earlier surveys, some points were dis- 
covered that seemed to deserve more care- 
ful examination in order to determine how 
accurately they describe the current ac- 
counting practices of the corporations 
studied. 

At this point you should be warned 
against being misled by the fact that some 
comments may seem highly critical. Such 
criticisms are, however, made in a friendly, 
constructive spirit. There is a vast amount 
of information about accounting practices 
of American corporations in these five sur- 
veys—probably more than anywhere else 
in print. This series of studies is of suffi- 
cient importance to accountants as a mir- 
ror of current practices that it deserves to 
be continued and improved in certain re- 
spects. 

* A paper dealing with the 1950 and earlier editions 
was presented at the annual meeting of the American 


Accounting Association, Denver, Colorado, September 
7, 1951. 


The title of each volume is rather long, 
For brevity, the titles will be shortened to 
Accounting Trends 1950, Accounting Trends 
1949, Accounting Techniques 1948, Ac- 
counting Trends 1947, and Accounting Sur- 
vey 1946.‘ In each case the first date of 
the period covered is used in the abbrevi- 
ated title because the majority of the 
reports was issued for fiscal years ending 
in the first half of the twelve month 
period covered by the survey. 

The statistical problems involved in the 
Institute’s study are paramount. The 
validity of all conclusions to be drawn from 
the five surveys hinges upon satisfactory 
solution of the problems involved in (a) 
finding a reliable source of information, (b) 
selecting a suitable sample, (c) keeping 
the conclusions comparable from year to 
year, and (d) maintaining a high degree of 
accuracy. Let us look at the way that these 
problems were handled. 


RELIABILITY OF SOURCE OF 
INFORMATION 


Each of the five studies of the research 
department was limited to corporate an- 
nual reports, although this source of infor- 
mation has some inherent limitations that 
must not be overlooked. A corporate an- 
nual report is not designed to describe ac- 
counting practices. Description of account- 
ing practices in an annual report is likely 
to be limited to new or unusual items. 

For example, 284 corporate annual re- 
ports studied for Accounting Trends 1947* 
did not indicate the method used in de- 
termining inventory cost. The director of 
research of the Institute requested more 
information from 40 of these companies. 
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After publication of Accounting Trends 
1947, an analysis of the first twenty-four 
replies received revealed that only one of 
the twenty-four companies replying to the 
request for information about inventory 
costing made any use of the last-in, first- 
out method. This was in sharp contrast 
to the use of the last-in, first-out method 
by about 28% of the companies whose 
annual reports disclosed inventory meth- 
ods. 

It is interesting here to note that it was 
necessary to go outside the annual reports 
to obtain information about inventory 
costing methods of some companies. It is 
more important, however, that some of 
the companies, according to the replies to 
the request for additional information, 
considered the use of the first-in, first- 
out method ‘“‘so well established or so 
generally accepted that its consistent use 
makes any reference to costing methods 
unnecessary in the annual report.’’* Thus, 
a corporate annual report tends to em- 
phasize the new or unusual practices at 
the expense of the well-established. The 
failure of some companies to mention the 
use of well-accepted techniques makes it 
appear that changes in accounting prac- 
tices are occurring more rapidly than they 
are in fact. 

Each survey was based on corporate 
annual reports despite the fact that a 
better source of information was available 
as indicated by the use of the question- 
naire about inventory cost methods. The 
use of information outside that contained 
in the annual reports is imperative for a 
comprehensive study of corporate ac- 
counting practices or even the study of a 
few selected points. 


SELECTION OF A SAMPLE 


A random sample of all publicly avail- 
able corporate annual reports issued in 
America might have been selected. A 
purely random sample would have been 


representative of all corporate reports 
available and there would have been no 
problem of including the same corpora- 
tion’s report every year in order to deter- 
mine the practices for any one year or the 
trend from year to year. A random sample 
in any year would have been as suitable 
as a continuing study of the reports of the 
same corporations. 

Instead, the research department se- 
lected a sample consisting primarily of 
corporations that had filed registration 
statements with the S.E.C. (440 had; 85 
had not). Among the 440 registered com- 
panies an attempt was made to select 
the larger companies in 21 manufacturing 
groups, retailing, wholesaling, non-ferrous 
mining, and oil-producing. “The use of the 
above groupings,” according to the intro- 
duction to Accounting Survey 1946, “in- 
sured a representative cross-section of 
industrial companies.”’ Representation of 
each industry group was obtained by 
selecting larger companies in the various 
groups, but it did not necessarily result in 
a representative cross-section within each 
industry. It seems that more smaller com- 
panies should have been included within 
each industry to obtain a representative 
sample. 

The industrial breakdown, it might be 
noted in passing, was shown only in con- 
nection with the use of Lifo costing method 
for inventory valuation. It appears that 
the accounting practices on other points 
might have varied in a significant degree 
from one industry to another. Broader use 
of the industrial breakdown and use of 
size classifications would seem worth ex- 
ploring. 

The sample selected was not representa- 
tive of the corporate annual reports that 
were available. Further, in order to deter- 
mine the trend in accounting practices, 
reports of the same corporations should 
have been studied each year in order to 
eliminate the effect of changes in the 


S 
ng. 

to 
nds 

c- 
ur- 

of 
the 
ing 
nth 
the 
‘he 
om 
ory 
(a) 
(b) 
ing 

to 

> of 
lese 
rch 
an- 
for- 
hat 
an- 
ac- 
int- 
ely 
re- | 
472 
de- 
lore 
ies. 


302 


sample on conclusions to be drawn from 
the studies.‘ 

No doubt the auditing firm employed 
by a corporation had an important effect 
on the treatment of some accounting prob- 
lems. One firm was the public accountant 
for forty of the companies whose reports 
were included in the basic sample of 525 
reports.? In general, large corporations 
employ a large or nation-wide auditing 
firm. It appears that there was a strong 
possibility that the large auditing firms 
were too strongly represented in the sample 
of corporate reports selected. The audi- 
tor’s influence might have caused the ac- 
counting practices of a corporation to 
change more or less rapidly than they 
would otherwise. 

An examination of the five surveys 
reveals some interesting changes in the 
sample of corporate reports included. It 
appears that reports of the same 525 
corporations were used for Accounting 
Survey 1946, Accounting Trends 1947, and 
Accounting Techniques 1948.6 Comparison 
of the appendices in Accounting Tech- 
niques 1948, Accounting Trends 1949, and 
Accounting Trends 1950 shows important 
changes in the sample of corporation re- 
ports studied.’ 

Eleven companies included in the 1948 
sample were dropped from the 1949 sam- 
ple. Eleven new companies were added. 
Accounting Trends 1949 did not mention 
the change in the basic sample of corporate 
reports, but in the introduction said that 
‘* . . Reports of the same 525 companies 
have been examined for each of the past 
four years in order that trends in account- 
ing treatments might be disclosed. ...”’ 

It is desirable to investigate the reason 
for and effect of changes in the sample of 
corporate reports studied each year. The 
eleven companies dropped from the sam- 
ple in 1949 were Brewster Aeronautical 
Corp., Columbia Brewing Co., Cramp 
Shipbuilding Co., The Emerson Electric 
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Mfg. Co., Adolph Gobel, Inc., Harris 
Manufacturing Co., Hawley Pulp & Paper 
Co., Jessop Steel Company, Lyttons, 
Henry C. Lytton & Co., Roberts & Oake. 
Inc., and Southwest Lumber Mills, Inc! 

The eleven companies introduced into 
the sample for Accounting Trends 1949 
were A. P. W. Products Co., Inc., Ameri- 
can Shipbuilding Co., Anderson Clayton & 
Co. (Inc.), Consolidated Paper Co., Emer- 
son Radio & Phonograph Corp., Fair- 
banks Co., Falstaff Brewing Corp., King- 
an & Co., Piper Aircraft Corp., Vanadi- 
um-Alloys Steel Co., and Wilson & Co. 

Seven companies included in A ceounting 
Trends 1949 that were dropped from 
Accounting Trends 1950 were American 
Transformer Co., Bendix Home Ap- 
pliances, Inc., Dwight Mfg. Co., Lima- 
Hamilton Corp., Luscombe Airplane Corp., 
Roberts and Mander Corp., and U. §. 
Industrial Chemicals, Inc.? The seven 
companies introduced into the sample for 
Accounting Trends 1950 were Botany 
Mills, Inc., Combustion Engineering- 
Superheater, Inc., Cory Corporation, Allen 
B. DuMont Laboratories, Inc., Kuhlman 
Electric Company, Radio Corporation of 
America, and The Ryan Aeronautical Co. 

The effect upon prior-year information 
of the substitution of (1) eleven new 
companies in Accounting Trends 1949 for 
eleven companies dropped from Account- 
ing Techniques 1948 and (2) seven new 
companies in Accounting Trends 1950 tor 
seven companies dropped from Accounting 
Trends 1949 seems to have been ignored in 
most tabulations given after the substitu- 
tions were made. The results of the survey 
for the earlier sample could have been 
converted to the new sample by substi- 


tuting the accounting practices of the 


new companies for the practices of those 
companies that were dropped. However 
there are numerous indications that most 
of the current-year information in tabula- 


tions in Accounting Trends 1949 and Ac § 
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counting Trends 1950 was based on samples 
of corporate reports that were different 
from those used to obtain prior-year infor- 
mation. If so, then the current and prior- 
year information within one table was not 
comparable 

The question of whether the reports of 
the same 525 corporations were studied 
for the five years (or appropriate adjust- 
ment was made for substitutions) is a 
crucial one. The validity of the conclusions 
drawn from these volumes would be seri- 
ously undermined if the sample used in 
one survey was different from the sample 
used in an earlier survey without appropri- 
ate adjustment for change in the sample. 
This point deserves detailed investigation. 


COMPARABILITY OF INFORMATION 


An attempt to answer the question of 
whether appropriate adjustment for 
changes in composition of the sample of 
reports studied was made by comparing 
tabulations in one survey with the corre- 
sponding tabulations in one or more 
earlier surveys. 

The composition of tabulated informa- 
tion in the five surveys is divided into two 
parts for discussion purposes. First, the 
tabulated information in Accounting 
Trends 1949 is compared with information 
in the three preceding surveys. Second, the 
tabulated information in Accounting 
Trends 1950 is compared with the four 
preceding surveys. This plan for compari- 
son is followed because of the two changes 
in sample composition described above 
and because of a change introduced in 
Accounting Trends 1950 in the policy of 
including prior-year information in tables. 

It was possible to test the comparability 
of information in thirty-seven tables in 
Accounting Trends 1949 with the corre- 
sponding information in one or more of the 
previous surveys. 

Eleven of the thirty-seven tabulations 
in Accounting Trends 1949 contained in- 
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formation for one or more earlier years 
that was substantially or slightly different 
from the corresponding information as 
presented in an earlier volume.’® The cor- 
porate reports for the revised sample of 
corporations may have been restudied for 
the first three years in order to use an 
identical sample of corporate reports for 
all four surveys. However, it appears that 
in these. eleven tabulations the preliminary 
data for earlier years were merely revised 
in two tabulations, regrouped in one, and 
reclassified in another without consider- 
ation for changes in the sample of re- 
ports. 

The point should be made that infor- 
mation originally given for one year may 
have been tentative when originally pub- 
lished and was revised when published in 
a later edition. Information in a later 
corporate report may have been used to 
clarify a point not sufficiently covered in 
a prior report. It seems unfair not to indi- 
cate that information originally published 
was tentative and thereafter to attribute 
to one report information that was ob- 
tained from a later report. It is difficult 
to distinguish between the effect of re- 
vision of tentative data and the effect of 
changes in the sample of corporate reports 
studied. 

An examination of the tabulation of 
consolidation policy with respect to foreign 
subsidiaries will show the nature of changes 
in tabulations that may have arisen from 
changes in the sample of corporate reports 
studied or from revision of tentative data. 
The tabulations in the three volumes can 
be placed side by side as shown at the top 
of the next page. 

The tabulations in these three volumes 
have such different data for 1947 that they 
cannot be taken at their face value. For 
example, according to Accounting Trends 
1947, 360 corporations did not indicate 
any foreign subsidiaries in their 1947 
reports. According to Accounting Tech- 
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untin 
Accounting Trends 8 
19473 
1949 1948 1947 1948 1947 1947 
327 331 338 347 352 360 No foreign subsidiaries indicated 
No Statement of Policy 
42 43 48 43 44 47 Foreign subsidiaries indicated but none con- 
solidated 
48 51 54 48 47 36 But all foreign subsidiaries consolidated 
15 13 11 12 11 11 Some but not all foreign subsidiaries con. 
solidated 
1 1 1 But percentage ownership in unconsolidated 
subsidiaries stated 
Policy Indicated 
19 18 21 22 21 22 Based on geographical location 
21 20 14 16 15 15 Based on percentage ownership 


(Four classes omitted here to save space) 


niques 1948, this number (for 1947) de- 
creased to 352. 

A further decline from 352 to 338 cor- 
porations not indicating any foreign sub- 
sidiaries in their 1947 annual reports as 
shown in Accounting Trends 1949 may be 
attributable to changes in the sample of 
reports studied, to revision of tentative 
data, or to changes in the method of classi- 
fying the accounting practices when the 
reports were restudied for Accounting 
Trends 1949. The change from the original 
number of 360 for 1947 to 338 for 1947 
when listed in Accounting Trends 1949 
was larger than would result from the 
change in the sample described above so 
that reclassification (arbitrary or other- 
wise) or revision of results that were pre- 
liminary when first published seems re- 
sponsible for part of the change. 


NON-COMPARABLE RESULTS 


As pointed out earlier, thirty-seven tabu- 
lations in Accounting Trends 1949 con- 
tained information for one or more prior 
years so that it is possible to compare 
prior information in the 1949 survey with 
the information originally presented in 
an earlier volume. 

In the case of twenty-six tabulations, 
the information given in earlier surveys 
was repeated with little or no change in 
Accounting Trends 1949.% 


For example, the title given to the certi- 
fied balance sheet, according to tabula- 
tions in the four volumes, indicates that 
the data for the earlier three years given 
in Accounting Trends 1949 were substan- 
tially the same as originally published for 
those years. 

Study of these twenty-six tabulations 
indicates that the tabulations for earlier 
years were included without revision for 
changes in the sample of corporate re- 
ports studied in preparing Accounting 
Trends 1949." These twenty-six tabula- 
tions, therefore, show the combined effect 
of trends in accounting techniques and 
changes in the composition of the sample. 
The relative importance of trend and 
change in the sample deserve investiga- 
tion. 

While not conclusive, a study of this 
tabulation of the title of the certified 
balance sheet suggests that the effect of 
the change in the sample of corporate an- 
nual reports studied outweighs any trend 
that might be revealed. The effect of 
changes in the sample of corporations se- 
lected for study appears to be great enough 
to cast grave doubt on the comparability 
of results for 1949 and earlier years pre- 
sented in the twenty-six tabulations that 
repeated earlier information almost ex- 
actly as originally given. These tabulations 
in Accounting Trends 1949 seem to com- 
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TitLe OF CERTIFIED BALANCE SHEET 


Accounting Accounting Accounting 
Accou . ~ By rends Techniques Trends Survey 
19487 194718 19469 
1949 1948 1947 1946 1948 1947 1946 1947 1946 1946 
45 468 485 506 468 485 506 485 506 497 “Balance sheet” 


39 «8632 23 9 32 23 9 23 
4 8618 10 6 18 10 6 19 

3 2 1 1 2 1 1 1 
- 1 1 1 1 1 1 1 


8 “Condensed balance sheet” 


1 “Pro forma balance sheet” 

9 9 “Statement of financial posi- 
tion” or “financial position” 

6 6 “Statement of: financial condi- 
tion” 

1 1 “Statement of assets and liabil- 
ities” 

1 1 “Statement of assets, liabilities 


and net worth’’® 


(Five cases omitted here to space space) 


pare the results of surveys based on differ- 
ent samples of reports for 1949 and for 
earlier years. 


SINGLE YEAR TABULATIONS 


Eleven tabulations in Accounting Trends 
1949 contain information concerning 1949 
accounting practices alone.” 

Five of these eleven tabulations were 
given in a similar form in one or more 
earlier surveys. Comments made earlier 
about the comparability of information in 
different surveys probably apply to these 
tabulations. An examination of the tabu- 
lation of the “industrial breakdown of 
companies using some Lifo costing’ re- 
veals several reasons why a direct com- 
parison may result in erroneous conclu- 
sions. 


Changes in Lifo Costing 


The tabulations of the use of Lifo costing 
can be thoroughly tested for comparability 
of data in 1948 and 1949 because each 
company is identified in the two surveys, 

Selected portions of the tabulations 
dealing with four industrial breakdowns 
(out of 24 used in 1949) in the surveys for 
1949 and 1948 are as shown at the top of 
the next page. 

The total number of companies making 
some use of the Lifo method increased 
from 96 in 1948 to 98 in 1949. Nothing 


was said in Accounting Trends 1949 about 
any changes in the use of Lifo by particular 
companies. The tabulations deserve closer 
examination, however. 

One point to observe in comparing these 
two tabulations is the change in the num- 
ber of companies included in certain 
industrial classifications. For example, the 
number of companies in the building ma- 
terials industry decreased from 21 to 20. 
Similar changes occurred in six of the 
industrial classifications used in 1949 pri- 
marily because of changes in the sample of 
corporations studied. A second point is 
that the number of companies making 
some use of the Lifo method increased 
from 1948 to 1949 in four classifications, 
but decreased in three others. 

The references made to the companies 
listed in the appendices permit a detailed 
study to trace the changes that occurred. 
Five meat packing companies made some 
use of the Lifo method in 1948 and seven 
in 1949, This increase resulted from the 
introduction of Kingan & Co. and Wilson 
& Co., Inc. into the sample for 1949. 
On the other hand, if the same sample of 
525 corporations had been used in both 
years, the number of meat packing com- 
panies making some use of the Lifo method 
would have remained the same. None of 
the eleven companies dropped from the 
1948 sample used the Lifo method and 
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Accounting Trends 19494 


No. of Reports 


Reference to Companies 


Number Men- 


Industry Examined tioning Lifo Listed in A ppendix 
Beverages 6 1 359 
Building materials™ 20 6 34, 59, 158, 233, 280, 399 
Chemicals 16 + 25, 66, 294, 346 
Meat packing 12 7 58, 291, 330, 349, 413, 473, 518 
20 other industries omitted here 
to save space 471 80 
525 98 
Accounting Techniques 
Sutieates No. of Reports Number Men- Reference to Companies 
ees Examined tioning Lifo Listed in A ppendix 
Beverages 6 1 361 ") 
Building materials 21 6 34, 56, 157, 230, 281, 399 
Chemicals 16 5 25, 63, 143, 294, 347 
Meat packing 11 5 55, 331, 350, 413, 474 
22 other industries omitted here 
to save space 471 79 
96 


all the meat packing companies in the 1948 
sample that used the Lifo method in that 
year continued to do so in 1949, 

Three other companies that were in- 
cluded in both the 1948 and 1949 samples 
indicated some use of the Lifo method for 
the first time in their annual reports in- 
cluded in the 1949 survey: Artloom Carpet 
Co., Inc., Ely & Walker Dry Goods Co., 
and Weston Electrical Instrument Corp.”’ 

On the other hand, four companies that 
made some use of the Lifo method in 1948 
did not indicate any use of it in their 
reports included in the 1949 survey: Bur- 
lington Mills Corp., Commercial Solvents 
Corp., Griess-Pfleger Tanning Co., and 
United Merchants & Manufacturers Inc.” 

When the use of the Lifo method is 
analyzed company by company, it be- 
comes quite clear that the number did not 
simply increase from 96 to 98. The effect 
of three factors was buried in the over-all 
change. The number of companies included 
in both samples that made some use of the 


Lifo method decreased from 96 to 95 be- 
cause four companies discontinued use of 
the method and three companies adopted 
it.2” Based on this alone, it seems safe to 
say that the popularity of the Lifo method 
(as measured solely by the number of 
companies indicating some use of it) re- 
mained relatively unchanged from 1948 to 
1949. 

The sole reason that the reported usage 
of the Lifo method increased was the in- 
troduction into the sample of three com- 
panies that indicated its use. The change in 
the composition of the sample more than 
outweighed the effect of the year-to-year 
change for the same sample of corpora- 
tions. 

In order to make comparable the tabu- 
lations for 1948 and 1949 of companies 
that made some use of the Lifo method, 
three corrections are required. First, cor- 
rection for the change in the sample of 
corporate annual reports studied. Second, 
correction for the errors in listing company 
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reference numbers in 1949. Third, correc- 
tion for the error in industrial classifi- 
cation of one company in 1948. The lack 
of comparability of these two tables 
yitiates any conclusions about trend in 
use of Lifo. It is hoped that the other tabu- 
lations in Accounting Trends 1949 that 
show information for 1949 alone are more 
nearly comparable to the similar tabula- 
tions given in earlier volumes. The other 
tabulations do not identify the companies 
involved and therefore do not permit 
verification by an outsider. 


COMPARABILITY OF INFORMATION FOR 
1950 AND EARLIER YEARS 


The tabulated information in Accounting 
Trends 1950 was compared with corre- 
sponding information in the preceding 
four surveys. As pointed out earlier, this 
comparison was made separately because 
of (1) the effect of the substitution of 
seven new reports in the sample of cor- 
poration reports studied and (2) a change 
in the policy of including information for 
a prior year. 

It was possible to test the comparability 
of information in thirty-three tables in 
Accounting Trends 1950 with the corre- 
sponding information in one or more of the 
previous surveys. Twenty-five of these 
tables contained data for 1946, 1947, and 
1948 that were identical with or substan- 
tially the same as the data in Accounting 
Trends 1949.°° This fact indicates no 
adjustment was made in the prior-year 
data because of the change between the 
fourth and fifth surveys in the sample of 
corporate reports studied. Furthermore, in 
the case of twenty-four of these tables the 
information for 1946 (where given), 1947, 
and 1948 was substantially the same as the 
original data when first published in an 
earlier survey.*! The inclusion of prior- 
year information without regard for the 
change of corporate reports included in the 
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sample indicates the information fer 1950 
in many of the tables in Accounting Trends 
1950 is not comparable with information 
for 1946, 1947, and 1948 that is given in 
the same table. 

The information given in eight tabula- 
tions in Accounting Trends 1950 was sub- 
stantially different from the original in- 
formation in Accounting Trends 1949. 
The revision of information for 1949 
without revision of data for earlier years 
indicates an effort to obtain comparable 
data for the current and preceding year 
with less regard for the comparability of 
information for the second preceding year 
or earlier years. 

Study of the five editions leads one to 
the inescapable conclusion that the tabu- 
lated information for earlier years that is 
given in Accounting Trends 1949 and 
Accounting Trends 1950 was not, in most 
cases, adjusted for changes made in the 
sample of corporate reports studied. 

There are errors in certain tabulations 
that seem to arise from clerical or editorial 
carelessness. Let us look at two examples 
of this. 


CLERICAL ACCURACY 


Certain points in the tabulation of re- 
tained income restrictions deserve exami- 
nation. 

Accounting Survey 1946, in narrative, 
gave four reasons for earned surplus re- 
strictions.* These were, in brief: 110 cor- 
porations had indenture or loan agree- 
ment restrictions over dividends, 41 cor- 
porations had preferred stock restrictions 
over dividends on common stock, 19 cor- 
porations had treasury stock purchase re- 
strictions over earned surplus, and 11 oil 
corporations had surplus distribution re- 
strictions because of a U. S. District Court 
consent decree concerning common car- 
rier pipe line earnings. 

The foregoing information for 1946 and 
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corresponding information for 1947 tabu- 
lated in Accounting Trends 1947* as fol- 
lows deserves closer examination: 


1947 1946 
143 110 Bond indenture or loan agreement 
40 41 Preferred stock 
17 19 Purchase of treasury stock 
11 11 Oil company pipe line earnings re- 
stricted by Elkins Act 
10 — Restrictions established by certificate 
of incorporation 
5 — Indicated but nature not disclosed 
1 — Trust indenture 
1 — Reserves required under by-laws of 
foreign corporations 
1 — Reserved by board of directors for 
working capital 
The 1946 tabulation contained four 


points and the 1947 tabulation contained 
nine points. The lack of information on 
the five additional reasons for earned sur- 
plus restrictions seems to have been over- 
looked in Accounting Trends 1947. Ten 
corporations that had certificate of incor- 
poration restrictions on earned surplus in 
1947 undoubtedly had the same restric- 
tions in 1946 because the same corpora- 
tions were studied for both years.® 

In the 1949 and 1948 surveys the tabu- 
lations of retained income (earned surplus) 
restrictions were presented as follows: 


Accounting Trends 1949 


The Accounting Review 


repeated in the 1949 survey. Second, and 
more important, six kinds of restrictions 
(involving 21 corporations) shown in the 
tabulation in Accounting Trends 1947 were 
omitted from the 1948 and 1949 surveys, 
Third, four classifications of restrictions 
(involving 8 companies) that were used in 
making the 1947 tabulations were dropped 
completely from both the 1948 and 1949 
tabulations. Fourth, the results of the 
studies for 1946 and 1947 as shown in 
Accounting Techniques 1948 (with the 
omission pointed out above) were adopted 
without change in the 1949 survey as 
representing the practice followed earlier. 
The retained income restrictions for the 
revised sample of corporations were, 
therefore, compared with tabulations 
based on a different sample of corporations 
in earlier years and were clerically inac- 
curate. 

Ten tables that appeared in Accounting 
Trends 1949, including the tabulation of 
retained income (earned surplus) restric- 
tions, were dropped from Accounting 
Trends 1950.** 

Furthermore, mistakes in clerical ac- 


Accounting Techniques 1948" , 


1949 1948 1947 1946 1948 
279 292 322 — 298 
120 117 114 

146 110 

77 72 69 
38 35 37 41 36 
18 16 17 19 15 
18 18 - 15 
9 9 9 


Four interesting mutations occurred in 
the tabulations for 1946 and 1947 when 
they were repeated in the 1948 and 1949 
surveys. 

First, minor revisions were made in the 
original table for 1947. Similarly, the origi- 
nal table for 1948 was later revised when 


u 
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1947 1946 
322 None indicated 
Loan agreements 
146 110 
Bond indentures 
37 41 Preferred stock provisions 
17 19 Purchase of treasury stock 


Restrictions established by 
certificate of incorporation 

Oil company earnings re- 
stricted by Elkins Act 

Dividends in. arrears on® pre- 
ferred stock 


curacy occurred in the tabulation of re- 
serves shown below the current liabilities 
section in the balance sheet.*® Further 
examination might disclose additional 
clerical errors, but these two examples 
will indicate the nature of the mistakes 
involved. 
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SUMMARY 


In summary, the following points should 
be emphasized. Considering the way the 
research department has defined its proj- 
ect, there are limitations that keep one 
from drawing valid conclusions about ac- 
counting practices of American corpora- 
tions from the study of 525 corporations.” 
First, the use of corporate annual reports 
as a source of information is not entirely 
suitable because they are not designed to 
give information about accounting prac- 
tices. Furthermore, they tend to empha- 
size new and unusual accounting practices 
at the expense of well-established prac- 
tices that are more or less taken for 
granted. Second, the sample of corpora- 
tions selected for study is heavily weighted 
with large corporations that are generally 
served by nation-wide accounting firms. 
It appears (although substantiating in- 
formation is not presented here) that the 
large corporations have more readily 
adopted new and unusual accounting prac- 
tices than have the smaller corporations. 
The two foregoing limitations can be over- 
come only by making the fundamental 
changes of adopting a new or supplemen- 
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tary source of information and selecting 
a new sample of corporations. 

Other deficiencies of the five surveys 
that have been pointed out, but that can 
readily be corrected in future editions, in- 
clude: lack of comparability of information 
in individual tabulations; unannounced 
(and unadjusted for) changes in the sam- 
ple of corporations included in the survey; 
and clerical and editorial inaccuracies 
arising from dropping or adding groups 
(without revision of the prior years’ data) 
in a tabulation given in one survey when 
it is repeated in a later survey. 

Let me repeat the point made at the be- 
ginning. Some of the comments may seem 
to be highly critical. However, all com- 
ments are made in a friendly, constructive 
spirit. It seems only fair, however, to 
point out to users of any of these four 
volumes that there are limitations in the 
plan of analysis followed by the research 
department and certain deficiencies in 
the way the project has been carried out 
and the results published. Future editions 
deserve correction of such limitations and 
deficiencies. 


1 The full titles are as follows: Accounting Trends and 
Techniques in Published Corporate Annual Reports— 
1951 Edition; Accounting Trends and Techniques in Pub- 
lished Corporate Annual Reports—1950 Edition; Ac- 
counting Techniques Used in Published Corporate Annual 
Reports (Fiscal Years ending July 1, 1948 to June 30, 
1949); Accounting Trends in Corporate Reports (Closin 
dates in the twelve months ending June 30, 1948); an 
Accounting Survey of 525 Corporate Reports (Fiscal Years 
ending July 1946 to June 1947). 

* Accounting Trends 1947, p. 23. 

*“Disclosure in Annual Reports of Methods of 
Determining Cost” in department “Current Account- 
ing Problems,” edited by Carman G. Blough, Journal 
of Accountancy, February 1949, pp. 157-8. 

‘For some purposes it seems that a purely random 
sample would be superior to the continued use of the 
same sample. New corporations would likely be in- 
cluded in a random sample but not in a basic sample 
of the type that was used. 

* Accounting Trends 1949, p. 123. 

*The 525 corporations were first listed alphabeti- 
cally in the appendix of Accounting Trends 1947 and 
assigned reference numbers from 1 to 525 although in 


at least ten instances the alphabetical sequence was 
not maintained. 

7 Comparison of the appendices in the 1948 and 1949 
surveys reveals that four changes in corporate name 
were made in the 1949 survey (information about the 
date of name change based on Moody’s Manual of 
Investments, Industrials, various years, is given in 
parenthesis): Barber Asphalt Corp. to Barber Oil Corp. 
(April 30, 1948); City Ice & Fuel Co. to City Products 
Corp. (April 21, 1949); Liberty Aircraft Products Corp. 
to Liberty Products Corp. (April 15, 1947); and Rice- 
pa Goods Co. to Rice-Stix Inc. (November 30, 
194 


Based on information in Moody’s Industrials two of 
these changes were reflected in the accounting survey 
immediately following the date of change, one was re- 
flected one year later, and one was reflected two years 
later. Only the four changes revealed by comparing the 
appendices in the 1948 and 1949 surveys are considered 
here; there may have been other changes that were not 
reflected in the 1949 survey. 

8 Moody’s Manual of Investments, Industrials, vari- 
ous years, contains information about these eleven 
companies as follows: Brewster Aeronautical Corp. 
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ceased operations December 19, 1945, and filed a 
certificate of dissolution on May 15, 1946. Columbia 
Brewing Co. was merged into the Falstaff Brewing 
Corp. on July 31, 1948. The name of Hawley Pulp and 
Paper Co. was changed to Publishers’ Paper Co. in 
June 1948. Latest information for the Jessop Steel Co. 
was for 1948. The seven other companies were still 
operating in 1949 and 1950. (However, control of Adolf 
Gobel, Inc. changed hands on April 21, 1950.) 

Based on this information it appears that the 
Brewster Aeronautical Corp. should not have been 
included in the survey for any year. Columbia Brewing 
Co. should have been excluded from the sample for 
1948. Insufficient information was available about the 
Jessop Steel Co. to draw aconclusion. The other eight 
companies (including the successor to Hawley Pulp & 
Paper Co.) could, it appears, have been included in 
the sample for Accounting Trends 1949. Only one of 
these eight companies (Harris Manufacturing Co.) had 
a fiscal year ending in the second quarter of the calen- 
dar year which might have made it desirable to drop 
the company from the sample in order to speed publica- 
tion of the survey. 

® Moody’s Industrials 1951 and loose leaf service for 
1952 contains the following information about these 
companies (1) American Transformer Co., as of De- 
cember 31, 1949 affiliated with Claude Neon Inc. through 
ownership (through subsidiary) of 81.11% of outstand- 
ing stock; (2) Bendix Home Appliances, no information; 
(3) Dwight Mfg. Co., merged with Cone Mill Corp. in 
March, 1951; (4) Lima-Hamilton Corp. merged with 
Baldwin Locomotive Works (included in fourth survey) 
and name changed to Baldwin-Lima-Hamilton Corpora- 
tion (included in the fifth survey) on November 30, 
1950; (5) Luscombe Airplane Corporation reorganized 
and in April, 1950 85% control was acquired by Texas 
Engineering & Mfg. Co.; (6) Roberts and Mander 
Corp. receivership appointed July 1, 1950; (7) U. S. 
Industrial Chemicals in operation at May 31, 1951. It 
appears that there was as much reason to retain the first, 
second and seventh corporations in the fifth survey as 
there was to include them in the fourth survey. 

10 The names of these eleven tabulations and their 
page numbers in Accounting Trends 1949 are as follows: 
Consolidation policy—domestic subsidiaries, p. 15; 
Consolidation policy—foreign subsidiaries, p. 17, In- 
ventories—basis of pricing, p. 35; Inventories— 
method of determining cost, p. 37; Unconsolidated 
subsidiaries—valuation basis, p. 48; Inventory re- 
serves—where shown, p. 68; Inventory reserves— 
classification, p. 69 (the small changes in the two 
preceding tabulations may represent revision of pre- 
liminary data with the old sample of companies still 
used for 1947 and 1948); Title of income statement, 
p. 87 (changes for 1946, 1947, 1948 data in Account- 
ing Techniques 1948 were so great, in some cases, as to 
indicate that data for earlier years was reclassified); 
“Retained income (earned surplus)” terminology, p. 
105 (changes may represent regrouping of data for 
earlier years); Capital surplus credits, p. 115; and 
Retained income (earned surplus) restrictions, p. 121. 

" Accounting Trends 1949, p. 17. 

2 Accounting Techniques, 1948, pp. 21-2. 

13 Accounting Trends 1947, p. 12. 

‘4 The original data for 1947 published in Account- 
ing Trends 1947 may have been tentative because re- 
ports of some corporations for 1947 were not received 
in time for inclusion in Accounting Trends 1947. The 
survey for 1947 was, however, not published until 1949 
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so that few changes should have resulted from the re. 
vision of any preliminary data. 

The names of these twenty-six tabulations and 
their page numbers in Accounting Trends 1949 are as 
follows: Customary certified statements, p. 7: Addi- 
tional certified statements, p. 10; Certified statements 
—comparative form used, p. 13: Title of Certified 
“balance sheet,” p. 33; Form of certified balance sheet, 
pp. 33-4; Marketable securities (current assets)— 
basis of valuation, p. 34; Cash surrender value of life 
insurance, p. 46; Prepaid expenses and deferred charges, 
p. 47; Claims for tax refunds, p. 50; Reserves shown 
below current liabilities, p. 61; Allocation of income 
taxes, pp. 66-8; Contingency and possible future in- 
ventory price decline reserves—how created or in- 
creased, pp. 72-3; Contingency and possible future 
inventory price decline reserves—how decreased, p. 
74; Use of term “reserve,” p. 77; Volume of business, 
pp. 88-9; Wages and salaries (employment costs), p. 
89; Cost of past service pension credits, pp. 89-91; 
Accelerated depreciation and plant replacement 
charges, p. 94; Reporting of earnings per share in the 
president’s letter, p. 102; Effect of Accounting Re- 
search Bulletin No. 35, p. 102; Terminology for “sur- 
plus” other than “retained income (earned surplus),” 
pp. 106-8; Retained income (earned surplus) charges 
(excluding dividends), pp. 108-9; Retained income 
(earned surplus) credits (excluding net income for 
the year), pp. 110-1; Capital surplus charges, p. 114; 
Dividends—where charged, p. 120. 

16 Accounting Trends 1949, p. 33. 

17 Accounting Techniques 1948, p. 29. 

8 Accounting Trends, 1947, p. 19. 

® Accounting Survey 1946, p. 9. 

20 Accounting Fechniques 1948, p. 29, and Accouml- 
ing Trends 1947, p. 19, both point out that the com- 
pany using the title “Statement of assets, liabilities, 
and net worth” was Brewster Aeronautical Corp. Actu- 
ally, as was pointed out earlier, this company ceased 
business in 1945 and was dissolved in 1946. It was 
dropped from the basic sample of corporations studied 
for the 1949 survey. The tabulation of names used for 
the certified balance sheet for 1949 and for earlier years 
quite clearly, therefore, compares the results obtained 
by studying different samples of reports. ? 

"1 There is a possibility that the eleven companies 
added to the sample for 1949 followed accounting 
practices that were identical with those of the eleven 
corporations dropped from the sample. This poss- 
bility, however, seems so remote as hardly to be worth 
considering. In connection with the use of the Lifo 
method discussed later, the point is made that for at 
least this point the companies added to the sample 
followed practices different than those dropped. 

2 The names of these tabulations and the pages on 
which they appear in Accounting Trends 1949 are a 
follows: Industrial breakdown of companies using 
some Lifo costing, pp. 38-9; Property—basis of valua- 
tion, p. 49; Intangibles, p. 51; Wording of federal 
income tax current liability, p. 57; “Net equity 
terminology, 8-9; Treasury stock, p. 81; Dis 
closure of contingent liabilities, p. 83; Disclosure 0 
long-term leases in financial statements of lessees, P. 
84; Material extraordinary items shown separately it 
the income statement, p. 103; Materiality of charges 
and credits to “surplus,” p. 113; and Recommended 
short-form report, p. 122. z 

% The research department used the word “some 
in its accepted meaning; but it deserves further er 
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slanation. In order to find what fraction of inventory 
was valued by the Lifo method, every fifth company 
making some use of Lifo costing (as listed in Account- 
ing Trends 1949, pp. 38-9) was selected, and its in- 
ventory valuation methods determined from Moody’s 
Manual of Investments, Industrials, 1950. Moody’s in- 
dicated that 18 of these 19 companies made some use 
of Lifo. 

The dollar amount of inventory valued by the Lifo 
method indicated for 8 companies ranged from 5% to 
4% of total inventories with an average (based on 
dollar amounts) of 66% for the eight companies. (This 
average was appreciably increased by two oil com- 
panies that had large inventories in relation to the 
other of the eight companies and used the Lifo method 
for 70% and 81%, respectively, of their total inven- 
tory. The Lifo method was used for only 43% of total 
inventory of the six companies with smaller inven- 
tories.) 

Ten companies indicated the use of the Lifo method 
but did not state the dollar amount of inventory 
valued by this method. Seven of these ten companies 
indicated the use of Lifo for all or most of their inven- 
tories. However, three of these ten companies indicated 
use of the Lifo method for a limited part of inventory. 
For example, one company used the lower of first-in, 
first-out cost or market for inventories except that Lifo 
was used for cotton held by a domestic subsidiary. 

In brief, while 98 companies made “some” use of 
the Lifo method, the use of it by individual companies 
ranged from near zero to 100% of total inventories. 
“Some” use of the Lifo method by a particular com- 
pany does not indicate its acceptance by that company 
necessarily, but perhaps only by a subsidiary. 

* Accounting Trends 1949, pp. 38-9. 

%Number 34 (classified as a building materials 
company) in the tabulation on pages 38-9 of Account- 
ing Trends 1949 was assigned to the American Optical 
Co. in the appendix. Number 35 in the appendix was 
assigned to American Radiator & S. S. Corp. which 
was assigned number 34 in 1948. It seems that number 
34 on pages 38-9 of Accounting Trends 1949 should 
have been 35. 

_ Other similar mistakes occurred in the tabulations 
given in Accounting Trends 1949, pp. 38-9 and Ac- 
counting Techniques 1948, p. 33. In the chemicals in- 
dustry for 1949 number 25 (American Colortype Co.) 
should have been number 26 (American Cyanamide 
Co., number 25 in 1948). In the metals industry number 
31 for 1949 (American-Maize Products) should have 
been number 32 (American Metal Co., Ltd.). In the tex- 
tiles industry number 390 for 1949 (Pepsi-Cola Co.), 
aonty, should have been number 376 (Pacific 
Mills). 

_In 1948 company number 461, the Standard Oil Co. 
(Kentucky) was listed as the only wholesale company 
making some use of the Lifo method. It should have 
veen included in the oil industry. 

* Accounting Techniques 1948, p. 33. 

_™ While not conclusive as to time of adoption of the 
Lifo method, it is interesting to note that the inventory 
valuation methods of Artloom Carpet Co., Inc., and 
Ely & Walker Dry Goods Co. (according to Moody’s 
Manual of Investments, Industrials, 1949 and 1950) 
mentioned some use of the Lifo method for both 1948 
and 1949. Use of the Lifo method was not mentioned 
lor the Weston Electrical Instrument Corp. for either 
1948 or 1949, 


If Moody’s is correct, then two of these companies 
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had been using the Lifo method previously and, there- 
fore, could not have made use of it for the first time. 
Perhaps they merely mentioned it for the first time 
(during the period being studied on this point) in their 
annual report included in Accounting Trends 1949. 

28 Similarly, Moody’s indicated three of these four 
companies (no information about inventory valuation 
for the Griess-Pfleger Tanning Co.) made some use of 
the Lifo method for both 1948 and 1949. It is true 
that the fractions of inventory valued by the Lifo 
method were small; but they were large enough to 
quality as “some” use in both years. 

If Moody’s is correct, then three of these companies 
did not drop the use of the Lifo method but continued 
to make some use of it. 

Conflicts exist between the surveys under discussion 
and Moody’s Manual of Investments, Industrials. Per- 
haps it can be explained by the fact that Moody’s uses 
both annual reports and reports filed with the Securi- 
ties and Exchange Commission. If so, this lack of in- 
formation in annual reports places further limitations 
on their usefulness as a source of information about 
accounting practices. 

29 See footnotes 27 and 28. 

30 The names of these tabulations and the pages on 
which they appear in Accounting Trends 1950 are as 
follows: Customary certified statements, p. 7; Com- 
parative financial statements, p. 11; Terminology in 
certified balance sheet titles, p. 13; Certified balance 
sheet form, p. 13; Terminology for “uncollectible ac- 
counts,” p. 14; Terminology for “depreciation,” p. 15; 
Terminology replacing “capital surplus,” p. 19; Ter- 
minology in income statement, p. 21; Marketable 
securities—basis of valuation, p. 31; Cash surrender 
value—life insurance, p. 52; Unconsolidated subsidi- 
aries—valuation basis, p. 59; Contingency reserves (six 
tables), pp. 72, 75, 76, 79, 80, 82; Sales or revenue— 
how stated, p. 96; Accelerated depreciation and plant 
replacement charges, p. 101; Employment costs, p. 106; 
Retained earnings charges excluding cash dividend 
declarations, p. 131; Retained earnings credits exclud- 
ing net income for the year, p. 135; Capital surplus 
charges, p. 148; Cash dividends—where charged, p. 140; 
Credits to capital surplus, p. 150. 

31 To the list of tables in footnote 30 add the follow- 
ing tables: Additional certified statements, p. 8; and 
Income statement form, p. 20; and delete the following 
tables: Terminology in income statement, p. 21; Un- 
consolidated subsidiaries—valuation basis, p. 59; and 
Credits to capital surplus, p. 150. 

% The names of these tabulations and the pages on 
which they appear in Accounting Trends 1950 are as 
follows: Additional certified statements, p. 8; Income 
statement form, p. 20; Consolidation policy—domestic 
subsidiaries, p. 21; Consolidation policy—foreign sub- 
sidiaries, p. 22; Inventories—basis of pricing, p. 34; 
Inventories—method of determining cost, p. 37; Inven- 
tory reserves—position, p. 41; and Inventory reserves— 
purpose, p. 41. 

3% Accounting Survey 1946, pp. 84-5. 

% Accounting Trends 1947, p. 82. References to par- 
ticular companies are given in the original tabulation. 

% The corporate annual reports included in Ac- 
counting Survey 1946 may have failed to mention this 
point. It is not likely, however, that no report would 
mention this restriction in 1946 and that ten would 
mention it in 1947. 

% Accounting Trends 1949, p. 121. 

37 Accounting Techniques 1948, p. 95. 
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38 Spelled “or” on page 95 of Accounting Techniques 
1948. 

39 The names of these tables and the pages on which 
they appeared in Accounting Trends 1949 are as follows: 
Wording of federal income tax current liability, p. 57; 
Contingency and possible future inventory price decline 
reserves—how created or increased, pp. 72-3; Con- 
tingency and possible future inventory price decline 
reserves—how decreased, p. 74; Net equity terminology, 

pp. 78-9; Cost of past service pension credits, p. 91; 
Reporting of earnings per suare in the president’s 
letter, p. 102; Effect of Accounting Research Bulletin 
No. 35, p. 102; Material extraordinary items shown 
separately in the income statement, p. 103; Materiality 
of charges and credits to surplus, p. 113; and Retained 
income (earned surplus) restrictions, p. 121. 

4 Accounting Survey 1946, p. 43, and Accounting 
Trends 1947, p. 48, both show that twelve corporate 
reports listed reserves for employee benefits and 110 
reports listed miscellaneous reserves. Accounting Tech- 
niques 1948, p. 49, and Accounting Trends 1949, p. 61, 
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however, completely omitted these two items for 1946 
reports. Two other types of reserves (for future inven. 
tory price decline in 59 reports and for replacement of 
basic Lifo inventories in 10 reports) included in the 
original tabulation for 1946 were dropped, without ex. 
planation, when the tabulation for 1946 was repeated 
in later surveys. 

41 The point should be made that the research de- 
partment has carefully guarded against drawing un- 
warranted conclusions about the use of any particular 
practice by ali American corporations. The tabulations 
in the first four surveys were presented in terms of the 
number of corporations following a particular practice 
instead of in terms of percentages. In Accounting Trends 
1950, however, percentages were introduced (pages 11, 
13, 15, 16, 17, 18, and 19) to indicate the prevalence of 
certain practices. Such percentages can easily be mis- 
interpreted to apply to all corporations. One wonders 
how carefully users of these surveys will realize the 
limited nature of the sample and information pre- 
sented 
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ACCOUNTING TRENDS IN 
POST-WAR JAPAN" 


Katsuji YAMASHITA 
Professor, Kobe University, Japan 


tation and sound growth of Japa- 

nese industry destroyed by the 
Pacific War, is the determination of the 
fnancial position and earning power of 
business enterprises. This prerequisite to 
the introduction of foreign capital, de- 
mocratization of security investment, and 
equitable taxation, requires the improve- 
ment and unification of corporate account- 
ing. Since the cessation of the war, various 
measures have been taken. To begin with, 
following the example of the United 
States, an attempt was made to institute 
“generally accepted accounting princi- 
ples,’ and these were partially incor- 
porated in the Commercial Code, and they 
are expected to be incorporated in a 
forthcoming revision of the taxation law. 

A powerful factor contributing to the 
acceptance of uniform accounting princi- 
ples is the institution, practiced for the 
first time after the war, of compulsory 
auditing for protection of investors. 

In 1948, through the recommendation 
of the Economic and Scientific Section in 
S.C.A.P., a Research Committee for 
Corporate Accounting System, composed 
of accounting professors and industry 
representatives, was instituted in the 
Economic Stabilization Board. In July, 
1949, the Committee issued ‘‘A Tentative 
Statement of Accounting Principles Affect- 
ing Corporate Reports” (Professor Kiyoshi 
Kurosawa, Chairman), and in July, 1950, 
it published “A Tentative Statement of 
Auditing Standards” (Professor Iwao 
Iwata, Chairman). The “Accounting Prin- 


| N IMPORTANT ELEMENT in the rehabili- 


* Edited with the assistance of Frank Suzuki, Uni- 
versity of Washington. 


ciples” follows the American work of 
Professors Sanders, Hatfield and Moore, 
published in 1938, and consists of three 
sections: General Principles, Principles of 
Profit and Loss Statement, and Principles 
of Balance Sheet. Here it is to be noted 
that much emphasis is laid.on the Profit 
and Loss Statement. Further, the con- 
cepts of Earned Surplus and Capital Sur- 
plus are newly introduced into accounting 
procedure in Japan. This conception has 
been adopted in the proposed revision of 
the regulations on the Legal Reserve in 
the Commercial Code, and there is a good 
prospect that the Legal Reserve must be 
divided into Earned Reserve and Capital 
Reserve. 

A Code of Certified Public Accountants 
was instituted in July, 1948. C.P.A.’s 
have to pass a strict examination, and 
give evidence of high character. At present, 
there are about 450 certified public 
accountants licensed by the Code. By the 
provisions of the Securities and Exchange 
Code (April 1947), corporations with a 
capital over 100 million yen, ($270,000) 
are required to undergo statutory auditing 
at the end of each fiscal year by a certified 
public accountant. 

Thus, accounting in post-war Japan, 
through the institution of the above 
mentioned accounting principles, made an 
extraordinary development and its direc- 
tions forward have come to be defined. 
These are as follows: 

1) More emphasis in corporate account- 
ing has come to be laid on the income 
statement rather than on the balance 
sheet. The central problem of accounting 
in pre-war Japan, influenced by the regu- 


| 
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lations in the Commercial Code that 
aimed at the protection of creditors, was 
found in the study of the balance sheet, 
the items indicated and their valuation. 
(However, side by side with this tendency, 
there were opinions that the central prob- 
lem of corporate accounting is found in 
periodic profit and loss calculation, influ- 
enced by the “K6ln School” in Germany.) 
But, with the Accounting Principles of 
1949, the centre of gravity of the study of 
accounting has shifted in the direction of 
periodic income calculation. Books that 
represent this tendency are:— 

Soneki Keisanron (Principles of Profit and 
Loss Accounting), 1948, by the late Profes- 
sor Kenji Hayashi, Dr. of Commerce, Kobe 
University (study of profit and loss account- 
ing after the Kéln School). 

Soneki Keisanron (Principles of Profit and 
Loss Accounting), 1950, by the present 
author. 


In the development of profit and loss 
calculation, a noteworthy aspect is the 
abandonment of the all-inclusive principle, 
under which all costs and revenues were 
entered on one profit and loss statement. 
Since the institution of accounting princi- 
ples, the profit and loss statement has 
come to be differentiated into two parts. 
That is, the profit and loss items related 
to the indication of the current earning 
power have come to be entered in the 
Profit and Loss Statement; and the non- 
recurring profit and loss items in another 
Earned Surplus Statement. 

2) Another important accounting de- 
velopment is the introduction of the con- 
cept of surplus. Formerly, for example, 
there were questions whether or not the 
premiums on the stocks issued by a cor- 
poration constituted income of the cor- 
poration, and consequently, whether or not 
the premiums should be subject to tax- 
ation. (Since two years ago, they have 
been exempted from taxation.) A clear 
discrimination between capital and income 
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is very important. But this problem had 
not been taken up sufficiently in the study 
of accounting in Japan. Books have not 
yet been published on the problem, but 
many dissertations and essays have been 
published in the various papers on account- 
ing in Japan. 
We may note the following books on 
accounting principles and surplus: 
Zaimushohyo-Ron (Principles of Financial 
Statements), edited by the Japan Society of 
Accounting, 1950. 
Kaikei Gensoku-no Riron (Theory of Account- 
ing Principles), 1951, by this author. 
Jyoyokin-no Kenkyu (A Study on Surplus), 
1951, By Professor Koichi Sato, Dr. of Com- 
merce, Waseda University. 


3) With the development of the insti- 
tution of the certified public accountant 
and the enforcement of statutory auditing 
as provided in the Securities and Exchange 
Code, the study of auditing has received 
a great impetus which constitutes one of 
the noteworthy characteristics of the 
post-war movement. The statutory audit- 
ing as provided in the Securities and Ex- 
change Code is still in its incipient stage, 
and its sphere at present is limited to the 
examination of accounting systems, and 
detailed auditing is not as yet practiced. 
Books on auditing are as follows: 

Amerika-ni okeru Zaimu-Kansa_ (Financial 
Auditing in the U.S.A.), by Professor Iwao 
Iwata, Hitotsubashi University, Tokyo, 
1948. 

Taishaku-Taishohyo Kansa- (Balance Sheet 
Auditing), by Professor Shiro Tajima, Yoko- 
hama University, 1950. 

Kaikei Kansa (Accounting Auditing), by the 
late Professor Ryohei Haraguchi, Kobe Uni- 
versity, 1950. 


4) Another factor that seriously affected 
the development of postwar accounting 0 
Japan is the excessively heavy burden o 


taxation on the corporation. In the former | 


system of taxation in Japan, tax account 
ing and corporate accounting were inde- 
pendent. Since the war, however, following 


the 
accou 
to be 
meet 
natio 
has b 
the b 
has 
profi 
| rise t 
the t 
tax 
few. 
| 
5) 
post- 
acco 
Co 
deve 
cific 
two 
the 
givel 
othe 
bee 
gove 
ards 
findi 
acco 
acco 
the 
and 
cost 
Hov 
eco 
com 


had 
study 
not 
, but 
been 
ount- 


cS on 


lancial 
iety of 


count- 


rplus), 
Com- 


insti- 
ntant 
diting 
hange 
eived 
me of 
the 
audit- 
d Ex- 
stage, 
to the 
, and 
ticed, 
nancial 
r Iwao 
Tokyo, 


Sheet 
-Yoko- 


by the 
be Uni- 


fected 
ing in 
Jen of 
‘ormer 
count- 

inde- 
owing 


the practice in the U.S.A., corporate 
accounting and tax accounting have come 
to be closely interrelated. Moreover, to 
meet the increasing demands of the 
national finance the procedure of taxation 
has been strengthened, and in consequence 
the burden of taxation on the corporation 
has come to be increased. Further, the 
profit on paper, due to inflation, has given 
rise to increased controversies centered on 
the true nature of the profit. The books on 
tax accounting of recent publication are 
few. One of the few is: 
Zeimu Kaiket (Tax Accounting), 1951, by 
Chotaro Akari, a government official. (A 


study of tax accounting practice in Japanese 
tax law.) 


5) In conclusion, let us examine the 
post-war tendency in the study of cost 
accounting in Japan. 

Cost accounting and its study in Japan 
developed extraordinarily during the Pa- 
cific War. This development was due to 
two factors. On the one hand, orders for 
the manufacture of munitions had been 
given on cost-plus-contracts; and on the 
other hand, the publicly fixed prices had 
been determined on the cost basis. The 
government had instituted general stand- 
ards of cost finding, and the method of cost 
finding for each kind of industry. Cost 
accounting became a dominant factor in 
accounting. With the cessation of the war, 
the price control had been abolished, 
and the necessity of calculating actual 
cost seemed to decrease remarkably. 
However to rehabilitate the Japanese 
economy and to increase the Japanese 
competitive’ power in foreign trade, the 
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necessity of promoting the rationalization 
of management, so as to reduce the cost of 
the products, had been increased, and the 
aim and object of cost accounting shifted 
from the work of discovering the actual 
cost to that of controlling the process of 
manufacture so as to reduce the cost. And 
the idea of standard cost accounting has 
come to be adopted, and since a few 
years ago the dissertations on standard 
cost accounting in the U.S.A. are now 
being carefully studied. The following 
publications show the trend: 

Hyojun Genkakeisan (Standard Cost Account- 
ing), 1950, by Professor Rokuro Yamabe, 
Yokohama University. 

Hyojun Genkakeisan (Standard Cost Account- 
ing), 1950, by Professor Masao Matsumoto, 
Hitotshubashi University, Tokyo. 


It goes without saying that the standard 
cost constitutes the basis of the scientific 
study of the actual cost; but, though the 
necessity of standard cost accounting is 
fully recognized, its actualization is not 
yet sufficiently effected. 

Besides the books mentioned thus far, 
the following new books are important 
contributions to accounting: 


Genkashokyaku Kenkyu (A theoretical Study 
of Depreciation), 1951, by Professor Katsuzo 
Baba, Kyushu University, Fukuoka. 

Koteishisan Kaikei (Accounting of Fixed As- 
sets), 1951, by Professor Tetsuzo Ota, Chuo 
University, Tokyo. 

Soviet Kigyokaiket Seido (Accounting System 
in Soviet Russia), 1951, by Professor Ichiro 
Katano, Hitotsubashi University, Tokyo. 

Doteki Taishakutaishohyo Ron (Translation 
from’Schumalenbach’s Dynamische Bilanz), 
1950, by Professor Masazo Toki, Nagoya 
University. 
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REPORT OF THE 


COMMITTEE ON 


INTERNSHIP PROGRAMS 


HE COMMITTEE ON INTERNSHIP PRO- 
| GRAMS of the American Accounting 
Association felt that it would be 
desirable to summarize its findings with 
respect to the extent, characteristics, and 
problems of the many internship programs 
in accounting carried on by colleges 
throughout the country. These programs 
which are designed to give the student 
some practical experience in the field of 
accounting before he completes his aca- 
demic work have been enthusiastically 
used by some schools for many years; 
other schools have tried and abandoned 
such programs; and many schools have 
never tried to use the internship program 
as part of their accounting education for 
students. What has led to this divergence 
of opinion as to the desirability and 
practicability of internship programs? It is 
hoped that this summary will provide 
some answers to this question and that it 
will also help those schools considering the 
adoption of an internship program to 
avoid the pitfalls and overcome the 
obstacles which may arise with such a 
program. 


THE EXTENT OF SUCH PROGRAMS 


Although no complete survey has been 
made of the internship programs existing 
in the field of accounting, surveys covering 
schools which are members of the Ameri- 
can Collegiate Schools of Business and 
selected others which were thought to 
have such programs revealed that there 
are over thirty schools in the country 
which do have accounting internship 
programs. Most of these programs have 
been started since the end of World War 
II, although others have been in existence 
for many years. As early as 1914 New 


York University had an arrangement 
whereby students in accounting could 
acquire some practical accounting experi- 
ence while still enrolled in school. The 
University of Oregon has had a working 
arrangement with several public account- 
ing firms since 1922. Internship programs 
have been in operation at Michigan, 
Minnesota, and Ohio State Universities 
since about 1926 or 1927. 

In about half of the schools the intern- 
ship programs have been limited to public 
accounting while in the rest, both public 
and industrial accounting have been in- 
cluded. In most schools the public ac- 
counting internship programs have gener- 
ally been the most successful. However, 
internship programs in industrial firms 
have become more numerous in the last 
few years. Organizations of industrial 
accountants have tried to encourage their 
members to look into the possibilities of 
internship programs in their companies 
and it is to be expected that there will be 
an increasing number of companies arrang- 
ing internship programs in the future. 


ADVANTAGES AND DISADVANTAGES OF 
INTERNSHIP PROGRAMS 


To the Student 


The primary consideration in any in- 
ternship program should be the benefit 
received by the student. If the gain to the 
student is great enough, the difficulties 
which have limited the use of such pro- 
grams can usually be overcome. There are 
many advantages which a student may 
receive from a period spent as an intern in 
accounting work. These advantages will 
vary with the student, the internship 
program followed by the employer, the 
administrative problems of the school, 
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general business conditions, the inter- 

national situation, etc. These advantages, 

may be grouped under three headings: 

1) Education which cannot usually be 
obtained in the may be 
gained in the internship programs 


classroom 


There are many problems in practical, 
everyday accounting which call for com- 
promises or special techniques which are 
very difficult to portray to the student in 
the classroom. He will be confronted with 
these situations numerous times during 
the internship period. Such an experience 
should help him evaluate the need for a 
balance between theory and practice. 

During his internship period the student 
will become acquainted with the actual 
accounting. Machine 
methods, chart of accounts, etc. 
will become familiar to him and they will 
have a new meaning to him when he con- 
fronts them in his courses at school. 


records used in 


forms, 


The intern will have an opportunity to 
get a feel of the business world. Many of 
the younger students have experienced 
their principal contact with the business 
world from the side of their 
favorite campus hang-out and they need 
to learn more about business organization 
and, in particular, the organization of the 
accounting office with which they are 
working. Also in this connection they will 
be working with people for perhaps the 
first time in their lives as an employee and 
as a part of an organization. They will 
receive valuable training in working with 
others, in taking orders, in following direc- 


customer 


tions, and in various other aspects of 
personnel relations in the business world. 


(2) Internship programs help to maximize 
the value of the accountant’s educa- 
tion 

Some students may fail to make the 
most of their education because they lack 
practical experience and background to 
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enable them to evaluate properly the 
academic material presented. A student 
who participates in an internship program 
is able to make a practical test of what he 
has learned. He may find that some of the 
material which he had previously thought 
to be impractical is most important to him 
in the work he is doing. He may also find 
that some of the material with which he 
had been impressed as a student is of 
little importance in actual accounting 
work. 

When the intern returns to school, he 
should be able to make a better selection 
of the subjects which he needs to complete 
his accounting education and to fill in the 
gaps in his background which his experi- 
ence may have exposed. After a period of 
employment in a public accounting firm 
or in an accounting department of an 
industrial or commercial concern, it is 
usually evident te a student that he 


.needs more training in such things as 


report writing, speech, and other subjects 
which otherwise he may not have included 
in his curriculum. The intern, on his return 
to school, should also be able to appraise 
critically academic presentation vs. actual 
performance based on the experience that 
he has gained. 


(3) Vocational objectives are clarified 

After a period spent working in public 
accounting or industrial accounting, or 
ideally both, a student should have a 
better idea of what he wants to do when 
he graduates. He may find that he particu- 
larly likes and is fitted for public account- 
ing. He may find that he does not like 
public accounting but he does like cost 
work which takes him more into the 
production side of a manufacturing busi- 
ness. He may find that he does not like 
accounting at all and change to some other 
field better suited to his abilities and 
interests. 

The experience of the intern with a par- 


| 
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ticular concern provides him with an 
opportunity to make a job contact which 
in many cases develops into a permanent 
position after graduation. His experience is 
usually compared with that of friends on 
internships with other companies. This 
comparison provides each student a chance 
to evaluate the various companies and 
their desirability as permanent employers. 

The intern has also received valuable 
experience through interviews with pro- 
spective employers, acceptance of a posi- 
tion, and adjustment to a new location- 
all of which will help him when it comes 
time to seek a permanent position. A 
placement secretary in one of the large 
universities recently stated that students 
who participated in the accounting intern- 
ship program made better impressions on 
prospective employers and undoubtedly 
obtained better positions because they 
had learned how to interview the previous 
year when they had gone out on the intern- 
ship program. 

Internship programs have not unmixed 
blessings for the student. He is forced to 
leave school for a period of time interrupt- 
ing part-time employment, campus ac- 
tivities, and other continuing functions. 
He must move his personal belongings. If 
he is married, he either has to move his 
family or else leave them for a period of 
time. These problems are not as serious 
in schools located in large metropolitan 
centers where more numerous opportuni- 
ties exist for internship programs in the 
immediate locality. However, there are 
other problems which these programs 
raise with the students. Participation in 
the program may postpone graduation. It 
may prevent the student from taking 
certain elective courses which he desires. 
Non-participation in the program may be 
a basis for disappointment on the part of 
students who wished to participate and 
could not. Other students are prevented 
from participating due to military duty, 
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feel 


etc. and they may discriminated 
against. Discrimination may occur in the 
hiring of the students by the participating 
companies, which may justifiably cause 
resentment toward the school. 


To the School 


The primary advantage to the school of 
an internship program is the contribution 
the program makes to the education of the 
students. The advantages to the students 
listed above may also be said to be advan- 
tages to the schools. However, there are 
some additional advantages which benefit 
the students only indirectly which are 
advantages to the schools. The courses 
offered by the schools and the material 
presented in these courses are tested by 
the students against the practice in the 
business world. Returning students will be 
highly critical of outmoded or impractical 
materials which are being taught. They 
encourage the faculty to do a better job 
and will help keep them up-to-date on 
current practice in the field. The intern- 
ship period usually stimulates the students 
so that they do better class work when 
they return. 

Internship programs greatly increase 
college-industry cooperation, thus helping 
the school. This cooperation assists the 
school in the placement of its graduates 
and as a consequence it attracts good 
students to the school. 

The principal disadvantages of intern- 
ship programs to the schools are the 
upsetting of normal routines and _ the 
creating of many administrative problems. 
These problems are minimized in intern- 
ship programs in the summer. As noted 
above, such programs have been chiefly 
limited to industrial firms although a few 
public accounting firms with summer 
peaks, due to May 31 or June 30 closings, 
have had summer internship programs. 
‘However, most public accounting firms 
and some industrial and commercial con- 
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cerns would prefer to take interns at 
other times of the year. The most popular 
period is from January 1 to March 15, as 
most companies still use a December 31 
fiscal closing. As this period coincides with 
the winter Quarter, schools on a quarter 
system run into the fewest problems and 
in these schools generally internship pro- 
crams have been the most successful. They 
can send the student out on an internship 
program for one quarter and at the end of 
this time easily fit him back into the 
normal classroom routine. Problems of 
fees, registration, etc. can be rather 
easily solved. A sequence of three courses 
which must be taken and is only offered 
once a year provides the major stumbling 
block. Military courses are the only ones 
of this nature in most schools but when 
such requirements exist, internship pro- 
grams may be impossible until reasonable 
changes can be made. It will usually be 
found that the School of Education, the 
Engineering School, and other schools as 
well as the Business School are interested 
in solving this problem. Smaller schools, 
although on a quarter system, may have 
more problems arranging internship pro- 
grams than large schools as it becomes 
dificult to schedule courses which are 
usually given only once a year, arrange 
for teaching loads, and provide dormitory 
space if a group of students leaves the 
campus for a three month period. 
However, the greatest problems seem to 
have developed in schools on the semester 
system. Especially in public accounting 
work, the internship period which is 
most desired by the employers (January 1 
to March 15) does not coincide with the 
semester period. Having a large group of 
students leave classes for approximately 
one-half a semester creates administrative 
problems, especially when the period 
comes at the last half of one semester 
and at the start of the second semester. 
If arrangements can be made with the 


Report of the Committee on Internship Programs 319 
I ‘ 


employer to take a student for an entire 
semester, some of the problems are 
eliminated. However, many students do 
not want to postpone their graduation for 
so long a period. In spite of these difficul- 
ties, many schools on the semester basis 
have very successful plans in operation. At 
the University of Alabama the students 
register for courses offered both fall and 
spring. They enroll for the first half of the 
fall semester and the last half of the 
spring semester, leaving the campus at 
Thanksgiving and returning in mid-March. 
Schools in large metropolitan areas have 
operated internships on a part-time basis 
or offer special night classes for the interns 
while they are working. At Indiana Uni- 
versity students plan to carry a light load 
their senior year. During the fall semester 
they work ahead, complete their work, and 
take their exams in early December. They 
return late to spring semester for which 
they have previously registered and make 
up the work they have missed. The Uni- 
versity of Texas offers special “‘speed-up”’ 
sections of certain courses for students 
who are going out on the internship pro- 
gram. It is apparent that a school on the 
semester system will encounter many 
difficulties in establishing an internship at 
any time other than during the summer 
months. The examples given above indi- 
cate possible ways of overcoming these 
difficulties. It apparently can be done if 
everyone is willing to cooperate in order 
to help the student obtain a better educa- 
tion. 


To the Employer 

The employer who takes students for 
an internship period has a source of good 
temporary help to relieve peak periods or 
to take care of vacation replacements. 
This work provides good training for the 
intern who may later become a permanent 
employee of the company. The employer 
has the opportunity to observe the intern 
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at work during the training period and can 
make permanent offers to trainees who 
have demonstrated their worth and indi- 
cated their potentialities. Since these 
trainees are also familiar with the firm, 
the possibility of poor choices on either 
side is materially lessened. 

If the internship training is properly 
administered by the employer, the student 
will return to school with a favorable 
impression of the company and will en- 
courage other students to accept offers 
from that company. 

Placing some of the responsibility of 
training and supervising the interns on 
senior accountants and supervisory em- 
ployees forces these people to review their 
own duties and organize their work in 
order to instruct the interns adequately. 
Often this review leads to improvements 
in procedures and systems and serves as a 
refresher course for the supervisors. 

Two disadvantages of internship pro- 
grams from the viewpoint of the employer 
arise in cases of poorly planned programs. 
If the time has not been carefully deter- 
mined in advance for the student’s de- 
parture, he may leave at an inconvenient 
time for the employer and cause difficulty 
in getting the work done. Also, if the 
program is poorly planned and carried 
out, the intern will get an unfavorable 
impression of the company and he will 
discourage others who are considering 
permanent employment with the com- 
pany. 


CHARACTERISTICS OF INTERNSHIP 
PROGRAMS 
The detailed operation of internship 
programs in the various’ schools varies 
considerably. However, except for a few 
schools’ which operate a so-called coopera- 


! Discussion of the cooperative programs of schools 
such as Antioch College, University of Cincinnati, 
Drexel Institute of Technology, Fenn College, and 
Northeastern University will not be undertaken in this 
report. 
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tive program where students alternate 
between work periods and periods in 
classroom work, the basic outlines of the 
programs are generally as follows. Students 
who have completed their junior year’s 
work and covered courses in intermediate 
accounting, cost accounting, and auditing 
are placed as employees in a public ac- 
counting firm or in the accounting depart- 
ment of an industrial or commercial 
concern. They remain for a period of from 
four weeks to six months and they work 
as regular employees at a salary com- 
mensurate with that paid employees in 
similar positions. At the end of the intern- 
ship period, a written report on their work 
experience is submitted. The employer 
also may be requested to submit a report 
on the work performed by the intern. On 
the basis of these reports and in a few 
cases a written examination, about one- 
half of the schools grant some scholastic 
credit. 

A further examination of each of these 
aspects of internship plans will point out 
some of the difficulties involved and the 
areas in which there is disagreement con- 
cerning the best method of handling these 
programs. 


Time at which the Student is Eligible for 
Internship Program 

There are two basic factors which de- 
termine within rather narrow limits when 
the students can participate in the intern- 
ship program. The students must have 
sufficient academic background to perform 
the work assigned to them and they must 
be able to apply their knowledge of ac- 
counting theory to the practical account- 
ing techniques. They should, however, 
have enough school work left to have an 
opportunity to evaluate their practical 
experience in relation to their academic 
needs. If the student has finished all of his 
school work and then participates in an 
internship, he is in almost the same 
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position as a student who has graduated 
and taken a permanent job. Therefore, 
many of the advantages of an internship 
program are not realized. Because of these 
two factors it is generally found that 
students go on internship programs during 
the summer between their junior and 
senior year or in the winter of their 
senior year. In a few schools where sub- 
stantial accounting work is taken in the 
sophomore and junior years, students 
may take their internship periods some- 
what earlier. In many schools graduate 
students are permitted to take part in the 
internship programs and in a few schools 
only graduate students are allowed to 
participate. The University of Texas re- 
quires the completion of a six months’ 
internship as a part of the program for the 
Master in Professional Accounting degree. 
Many of these students fulfill this require- 
ment after they have completed all of their 
classroom work. 


Method of Placing the Intern 

There are two main ways in which 
interns are placed. In some schools the 
students who will be allowed to participate 
in the internship program are selected by 
the faculty and placed in the firms. Other 
schools allow the employers to select their 
interns from the entire student body or 
from a designated group of people eligible 
for the internship course. Schools following 
the former practice generally restrict par- 
ticipation in the internship program to the 
top students in the class.? They are thus 
reasonably assured of good performance 
on the part of the student and they are, 
therefore, willing to place these students 
directly. They feel they know the stu- 
dents better than the employers and they 
can do better in fitting men into the vari- 
ous companies. They can more carefully 


? Restriction of participation to the top students in 
the class appears desirable where speed-up courses or 
large amounts of make-up work are involved. 
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police the various internship programs to 
make sure the companies are not exploit- 
ing the students. 

The schools following the latter prac- 
tice do not generally restrict the internship 
program to the top students. They feel 
that all students will benefit from the 
experience and especially the poor stu- 
dents who may need the experience to 
give them a greater stimulus in their 
course work or who may be persuaded to 
leave the field of accounting after trying 
some actual experience. Many people 
have indicated that some outstanding 
accountants have been developed from the 
poorer students and many times the 
stimulus which they needed was provided 
by the internship period. These schools 
also follow the practice of letting the 
employers choose the interns in order to 
avoid charges of discrimination and to 
give the students actual experience in 
obtaining jobs. Schools which follow this 
procedure must be careful to eliminate 
from the interviews any company which 
uses the intern to its own advantage with- 
out consideration for the training of the 
intern. 


The Length of the Internship Period 


The length of time that the intern 
works in the accounting firm is dependent 
on the length of the peak season of the 
employer, the length of the period that 
the intern can be away from school, and 
in a few schools, the necessary elapsed 
time for completion of an internship re- 
quirement. Both the summer vacation 
periods of industrial concerns and the 
busy season of the public accounting 
firms are about three months long. This 
three month period works out well for all 
schools during the summer months and 
for those schools on the quarter system in 
in the winter as well. However, those 
schools which operate on a semester basis 
have made different arrangements as 
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noted above and the length of the intern- 
ship period in these schools varies from 
four weeks to a full semester. Periods of 
less than two or three months are of 
doubtful value to the student as they are 
too short for him to obtain any diversity 
of experience. Such short periods are also 
very difficult from the standpoint of the 
employer as it will take a big part of that 
time to orient the student to his new 
environment. 


The Compensation Paid to the Intern 

During the internship period the stu- 
dent is paid a salary which usually closely 
approximates the salary paid to new 
employees in similar work. Some people 
consider it desirable to standardize this 
salary as much as possible for all interns 
so that companies will not be competing 
for them by offering higher salaries. Each 
company has internal limitations such as 
union contracts, salary schedules, begin- 
ning salaries, etc. which limit their ability 
to adjust salaries for interns to conform 
exactly with those of other companies. 
Consequently, although where it is desired 
a high degree of uniformity is usually 
possible, it is not generally found feasible 
to have only one fixed salary for all interns. 
The problem of salaries can be a thorny 
one and unless handled carefully by the 
representatives of the school may cause 
hard feelings on the part of students and 
employing concerns. 


Work Performed During Internship 


[he work performed during the intern- 
ship period—the most important factor in 
determining the value of the internship 
program—has been the most neglected 
feature of such programs. In a few public 
accounting firms students have been 
taken out of school and put to work dur- 
ing the busy season. The press of this busy 
time has prevented the top men in the 
organization from observing the training 
of the interns. The training has become 


incidental to getting the work done and 
the value of the internship period to the 
student has depended completely on his 
luck in getting good assignments and in 
working with a senior who helped train 
the intern. In a similar fashion internship 
programs in industrial concerns may 
involve nothing more than using a student 
as temporary help to fill a routine clerical 
job at low cost to the company. Again in 
this situation the value that the student 
gets from the internship period will be 
completely dependent on his luck in get- 
ting an interesting work assignment under 
a person who will help him learn more than 
the job requires. In such cases the intern- 
ship is of doubtful value to the student as 
he could better spend that time in school, 
it may be harmful to the school, and it 
will hurt the company in getting perma- 
nent employees when this intern compares 
his experience with that of other interns in 
companies with well-planned programs. 

A well-planned training program neces- 
sitates the cooperation between the ad- 
ministrator of the program in the school 
and the representative of the company. 
The school’s administrator must be given 
the time and the opportunity to visit the 
company and see the operations where 
students will be employed. He can then 
go over the proposed internship program 
of the company to make sure that the 
student will be given a diversity of experi- 
ence and adequate additional training 
so that he can tie together the many 
things which he will observe during the 
internship period. Unless such programs 
are well-planned in advance, the intern- 
ship program is on an unstable basis and 
many unfortunate situations are likely to 
arise. 


Reports and the Granting of Credit 


Although most schools require the stu- 
dent to submit a report upon completion 
of the internship, only about one-half of 
the schools grant any credit. Where credit 
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isgranted the amount of credit varies from 
two quarter hours to 15 semester hours 
with most schools granting between two 
and six hours. The credit is seldom suffi- 
cient to enable a student to work for an 
entire quarter or semester and receive as 
much credit as he would have if he had 
attended school. Consequently, the stu- 
dent must either take more courses than 
the average at other times or postpone 
graduation for one period. Where credit is 
granted, grade determination is usually on 
the basis of reports submitted by both the 
student and the employer. The report from 
the employer is usually of the nature of an 
employee rating form. The report from the 
student is a detailed story of his work 
experience with an appraisal of the value 
of this experience and its relationship to 
the course work taken in school. Even in 
schools where no credit is granted for the 
internship period, it is generally consid- 
ered desirable to request a report from the 
student in order to evaluate the internship 
program, check on the training given by 
the particular company, and to force the 
student to think about the work he is 
doing in order to present it in a satisfactory 
report. 


SUMMARY 


Internship programs have been widely 
used by the accounting departments of 
leading schools in this country to give 
their students some practical experience 
before they leave school. Students can 
apply this experience in their advanced 
course work and in choosing the field of 
accounting which they wish to enter upon 
graduation. These internship programs 
have also helped public accounting firms 
obtain temporary help of high caliber 
during their busy season and they have 
helped industrial and commercial con- 
cerns find capable people to handle special 
studies and to provide good vacation 
replacements. However, internship pro- 
grams are educational devices and their 
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value must be judged from the benefits 
which the students participating in such a 
program receive. The benefits to the em- 
ployers and the administrative difficulties 
of the schools are factors to be considered 
but must be given minor regard. 

Many factors which are impossible to 
predict affect the future of these programs. 
However, some people feel that, as in the 
field of medicine, there will come a day 
when a student must complete an intern- 
ship period in accounting before being 
granted a degree. This day has arrived at 
one school and others are contemplating 
similar programs. It is certain that intern- 
ship programs have become an important 
part of the accounting education of many 
students in this country. 

The members of the Committee on 
Internship Programs of the American 
Accounting Association feel that internship 
programs are of inestimable value to 
accounting students and wish to encourage 
the wider adoption of these programs 
throughout the country. As members of 
this committee and as individuals closely 
connected with internship programs, we 
stand ready to help others who wish to 
inaugurate internship programs. It is sug- 
gested that persons who are interested in 
these programs, but who do not have the 
contacts necessary to operate a successful 
program contact members of this com- 
mittee for help in this direction. 

This committee has presented this infor- 
mation with the hope that it will encourage 
others to intelligently consider and _ in- 
augurate internship programs which are of 
real value to their students. 

The 1951 Committee on Internship Pro- 
grams consisted of the following members: 

RAYMOND G. ANKERS 
B. JENCKS 
CLARENCE F. REIMER 
M. T. WERNER 
Joun T. WHEELER 
CHARLES T. ZLATKOVICH 
Davip W. Tuompson, Chairman 
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ACCOUNTING FOR SUBSCRIPTION 


INCOME 


R. N. ANTHONY 
Associate Professor, Harvard University 


HE PROBLEM of apportioning revenue 
and costs to the proper time period 
is one of the most difficult problems 
in accounting—some persons would claim 
that it is the only important accounting 
problem. Most of the discussion in this 
area is concerned with what cost should be 
apportioned to what time period. There 
are fewer instances in which the issue is 
what part of total revenue should be 
apportioned to what period. This article 
reports practice with respect to such a 
problem, the apportionment of revenue 
received from magazine subscriptions. 
The practices as reported here are based 
on informatior obtained from 16 com- 
panies which publish magazines of large, 
national circulation and which sell a con- 
siderable fraction of these magazines on a 
subscription basis. This group includes 
nearly all the large magazine publishers. 


STATEMENT OF THE PROBLEM 


Subscriptions commit the publisher to 
deliver the magazine to the subscriber for 
a specified period in the future, usually 
one, two, or three years. Generally speak- 
ing, longer subscriptions bring in more 
money per subscription, but less money 
per copy, than shorter subscriptions. A 
subscription may be obtained in any one 
of several ways, and the cost of obtaining 
it varies considerably depending on the 
source from which it was obtained. Some 
subscriptions are obtained unsolicited, and 
there is no direct selling cost for these. Oth- 
ers are obtained through the selling efforts 
of the publisher, either by direct mail or by 
salesmen, and the cost of obtaining these 
subscriptions may be considerable; in 


some cases greater than the revenue 
received. (Publishers are willing to incur 
selling expense which is large relative to 
the amount of subscription income because 
increased circulation results in higher 
advertising rates, higher advertising vol- 
ume and more renewals.) A third source 
of subscriptions is agencies which sell sub- 
scriptions of several magazines; agencies 
are paid for their services either in a lump 
sum which they deduct before remitting 
the subscription income to the publisher, 
or on the basis of a certain amount per 
copy delivered, which they receive over the 
life of subscription. A single publisher usu- 
ally obtains subscriptions from all these 
sources. 

It is a characteristic of most subscrip- 
tions that the revenue, in the form of cash 
or receivables, is a lump sum obtained in 
advance of the delivery of the magazines 
and that the selling expense is incurred at 
approximately the same time as the 
revenue is received. The subscription is 
fulfilled by delivering a specified number 
of magazines over a known time span, 
and costs are incurred in preparing and 
delivering these magazines. The problem 
is to decide how much of the total revenue 
received should be taken up as income in 
each of the accounting periods over which 
the subscription extends. 

A related problem is the treatment of 
the liability for unfilled subscriptions on 
the balance sheet, and various methods 
are used by the 16 publishers to show this 
liability. This report covers only methods 
for computing income and does not de- 
scribe, except as incidental to the tech- 
nique of computing income, practices 
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with respect to handling the balance sheet 
item. 


SUMMARY OF PRACTICE 


Three general methods were reported 
by the 16 publishers as solutions to this 
problem: 


a. The total amount received either as cash or 
receivables is taken up as income in the 
period in which it is received, perhaps with 
minor adjustments for such things as bad 
debts. 

. The amount received is prorated as income 
over the life of the subscription. There is 
considerable variation in the method of 
making this proration, as will be described 
below. 

c. An amount equal to the direct cost of ful- 
filling the subscription is established and 
prorated over the life of the subscription, 
and the remainder of the revenue is taken 
up as income in the period in which it is 
received. 


The following example, based on a 
simplified set of assumptions, shows the 
difference among these methods in terms 
of their effect on the income statement. 
Suppose that a publisher of a monthly 
magazine receives in a certain accounting 
period 1,000 one-year subscriptions at 
$6, 1,000 two-year subscriptions at $10, 
and 1,000 three-year subscriptions at $12, 
for a total revenue of $28,000. Suppose 
further that the selling cost of obtaining 
these subscriptions was $15,000 or $5 per 
subscription. The publisher estimates that 
the printing and mailing costs of fulfilling 
the subscriptions, excluding the cost of the 
advertising pages, will be 20 cents per 
copy. Income would be spread over the 
three years involved as shown by the 
following table: 


First Second Third 
Method Year Year Year 
a (Income when received) $28,000 0 0 
b (Proration of gross rev- 
enue.... ......-. $15,000 $9,000 $4,000 
be (Proration of revenue 
after selling costs)... $20,633 $4,633 $2,133 
¢ (Reserve for fulfillment 
$24,000 $2,400 $1,200 
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It should be noted at the outset that it 
does not matter what method is used if 
circulation is neither increasing nor de- 
creasing and if revenue and costs are 
steady from period to period. In such a 
case all methods will give exactly the 
same result. The problem does become 
important when revenue changes, espe- 
cially when the change is caused by the 
growth or decline in circulation of the 
magazine, and when selling costs vary 
from period to period because of the timing 
of selling effort. 


Count Revenue as Earned in the Month 
Received 


Two of the 16 publishers count revenue 
as income in the month in which the cash 
or receivables are received. One publisher 
states that he uses this method because it 
is simple, although he is not entirely 
satisfied with it. This publisher receives a 
considerable fraction of his subscriptions 
through agencies which pay him monthly 
when each copy is delivered. Thus, the 
income from these subscriptions is in fact 
spread over the life of the subscription. 

The other publisher who has a number 
of monthly magazines, states that his 
reason for treating all subscription income 
as earned when it is received is: 

“Circulation income in our magazines is more 
in the nature of a liquidation of circulation cost 
than a source of real net income. Advertising is 
the real source of income. Ciruclation efforts may 
be more profitable to a publication if they pro- 
duce desirable readers (thus improving advertis- 
ing volume and rates) even at a loss than if they 
produce an apparent profit. We look to our ad- 
vertising revenue to carry the publication costs of 
our papers.” 


Prorate Revenue Over the Life of the Sub- 
scription 

Most publishers (13 of the 16 who fur- 
nished information in this survey) use 
some method which involves prorating 
revenue over the life of the subscription, 


326 


although there are a number of variations 
in the method of calculating the amount 
to be prorated to each period. Some of 
these variations, and the reasons for 
which they are favored, are given below: 


1. Distribution of actual revenue on basis 
of term 

Five publishers use what is sometimes 
called the “cash spread” basis. Each sub- 
scription received is classified according to 
its length (e.g., 12 months) and a part of 
the income received in each category is 
prorated to the appropriate month (e.g., 
each month, 1/12 of the income received 
that month from 12-month subscriptions 
would be distributed to each of the next 
12 months). Cancellations and credits are 
handled on a similar basis. 

Another publisher uses this method to 
defer revenue and a similar method to 
defer selling costs. He states: 


“We allocate funds expended to get new sub- 
scriptions in proportion to the spread of the rev- 
enue received. In other words, if $10,000 is spent 
to secure new subscriptions, the result of which 
produced $30,000 in subscription revenue, and if 
$10,000 of this amount was earned by servicing 
copies in the first year and the balance of $20,000 
was earned by the servicing of copies during the 
first three years, our expenses in securing this 
allocated proportionately to 
the revenue spread. This spread of expense would 
amount to $2,500 for the one-year business and 
$7,500 for the three-year business. 

“Our expenditures to secure new subscriptions 
can vary very greatly in different years, but by 
applying the method described, our revenue and 
our costs are consistent with the affected copies 
manufactured and delivered.” 


revenue would be 


2. Average book value per copy delivered 

This method is described by one pub- 
lisher as follows: 

“In effect all revenue is deferred as received. 
Receipts are averaged out on a per-copy basis, 
and earnings are taken up as copies actually de- 
livered, each delivered copy being valued at the 
average unit value of the then existing subscrip- 
tion liability. Here is an illustration of how the 
method works out on an annual basis: 
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Copies Amount At 

Balance Deferred— 
Beginning of Year 2,000,000 $ 600,000 30.006 
Receipts for Year.. 3,000,000 990,000 33.00¢ 
5,000,000 $1,590,000 31.80¢ 

Income Earned on 
Deliveries. 2,500,000 795,000 31.80¢ 

Balance Deferred— 
End of Year. 2,500,000 31.80¢ 


795 ,000 


“The subscription liability in terms of copies is 
determined once a year by actual ‘hand count, 
although it is also calculated monthly by regular 
accounting methods. The subscription liability 
and sales in terms of copies are determined first, 
and the delivery figure is the balance factor. 

“The dollar figures shown in the table are de- 
rived from actual revenue, both cash and charge, 
in the first instance and then by the application 
of the average unit receipt to the delivered copy 
figure. The unearned subscription dollars at the 
end of the accounting period is simply a remainder. 
Inasmuch as subscriptions sold have varying 
terms and varying rates, it appears to us a most 
satisfactory and convenient method to reduce all 
sales to copies and to divide copies into total 
revenue thus averaging out per copy receipts. 
The resulting unit income figure is then applied 
to the copies delivered to calculate earned income 
and the remaining subscription liability. 

“Under the tax regulations, subscription sales 
expense must also be deferred, if income is de- 
ferred. Similarly, if revenue is taken up one hun 
dred per cent asincome, all expenses must then be 
deducted on a cash basis. Thus, a magazine might 
be making a substantial cash expenditure in the 
spring for sales material to be used months later, 
perhaps in a different fiscal year. Deducting the 
expense at the time of cash outgo would again 
destroy the validity of interim reports, unless the 
incidence or rhythm of expenditures was exactly 
the same during each year. 

“Under present regulations it would not be 
practical to switch methods each year in order to 
take advantage of current or prospective tax 
conditions. The cash basis of accounting for sub- 
scription revenue involves more potential dis- 
advantage from changing tax rates. On the whole, 

it seems to me that taking up subscription revenue 
as taxable income when earned is the most equl- 
table way of evening out the impact of corporate 
tax payments on working capital. 

“We are aware of certain aspects of our own 
method which might be considered drawbacks. 
For example, our method slows down the reflec- 
tion in earned income of a higher price for our 
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product. Similarly, it also slows down the impact 
on accrued earnings of a lower price. In other 
words, cash subscription sales fluctuate widely, 
due either to volume or price, but the full effect on 
earned or reported income would be of a delayed- 
action type. From a perusal of the operating 
statement alone, an observer could be misled as 
to the actual current sales picture. However, in 
the operation of any business which reports a 
substantial part of its income on an accrual basis, 
the management must always be closely familiar 
both with what might be termed the ‘operating 
statement side’ and with the ‘working capital 
side’ of its business. 

“T doubt that any single specific method of 
treating subscription revenue would be ideal in 
meeting ina simple way all of the requirements 
of management. We have found that our present 


method serves the greatest number of useful 
purposes.” 
The method described above is also 


used by another publisher. He admits 
that this method does not spread any 
increases or decreases equally over the 
life of a subscription as accurately as pro- 
rating the revenue received from each 
subscription. However, he finds through 
tests and periodic checks that the amount 
of error is very small, approximately one- 
fourth to one-half of one per cent, which 
is less than the clerical labor involved in 
making the detailed calculation. 

Another publisher uses this method for 
deferring revenue, and makes a separate 
but similar calculation in order to defer the 
cost of securing subscriptions; that is, he 
defers the average cost per subscription 
received times the number of subscriptions 
on the books at the time. 


3. Distribulion on a 
basis 


subscri pltion-month 


One publisher keeps a record of the 
number of “‘subscription-month” sold dur- 
ing the month, which is the sum of the 
number of months covered by each sub- 
scription received. He divides the number 
of subscription-months into the net cash 
revenue obtained from these subscriptions 
to obtain the average revenue per sub- 
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scription-month. The number of subscrip- 
tions to be delivered in each month in the 
future is multiplied by this figure to give 
the revenue to be allocated to that month. 
This is done month by month, and since 
the subscriptions may be as long as three 
years, the total income per month is the 
sum of 36 figures, each representing the 
number of magazines to be delivered that 
month on account of subscriptions booked 
sometime in the past, times the average 
revenue per subscription calculated in 
that period. 


4. Distribution of actual revenue on the 
basis of type and term 


Two publishers make the distribution 
both on the basis of the term of the sub- 
scription (one-year, two-year, and three- 
year) and the source from which the 
subscription was received, determining the 
average book value for each type and 
term of subscription. The inventory of 
subscriptions is maintained on punched 
cards, and the calculations are made by 
electric accounting machines. Otherwise, it 
would not be feasible to make the detailed 
calculations required. One publisher de- 
scribes this process as follows: 


“From our punched cards we obtain monthly 
inventories from which we compute liability to 
subscribers for copies yet to be served. The in- 
ventory consists of a summary showing the num- 
ber of subscriptions currently being serviced and 
the gross sales price of the subscriptions, for each 
expiration date and term. A fraction (the numer- 
ator of which is the number of copies the sub- 
scription has to run and the denominator of which 
is the number of copies for which the subscription 
was sold) is applied to the gross sales price of each 
expiration and term, thereby determining the 
dollar liability for copies per the subscription list. 
From this we (1) deduct subscribers’ accounts re- 
ceivable and (2) add in the liability represented 
by cash accepted from subscribers for which sub- 
scriptions have not been entered. This gives us 
our actual liability or deferred income figure as of 
a particular date. A somewhat oversimplified 
example of how these figures are used to deter- 
mine gross subscription income is as follows: 
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Deferred Income Balance at Beginning of Period 
Unexpired Portion of Subscrip- 


tion Inventory $10,000 
Cash Float... 200 
Total. . $10,200 
Less Subscribers’ Accounts Re- 
ceivable 100 $10,100 
Cash Receipts for Period 900 
Total. $11,000 
Deferred Income Balance at End of Period 
Unexpired Portion of Subscrip- 
tion Inventory $10,200 
Cash Float 100 
otal $10,300 
Less Subscribers’ Accounts Re- 
ceivable 400 9,900 
Gross Subscription Income for Period. . $ 1,100 


“Tt is evident from the above that we are using 
a form of perpetual inventory in determining our 
liability for our major publications and that our 
income is determined by computing the change 
in liability from one period to another. We favor 
this method because we feel that it should most 
accurately determine our liability for copies to 
be served but we would not consider it practicable 
except as a by-product of our tabulating system 
for processing subscriptions. The first two meth- 
ods discussed are attempts to obtain the same 
result but we recognize that they should not be as 
accurate.” 


Defer Direct Fulfillment Costs 


One publisher estimates the printing and 
mailing costs per copy of the magazine to 
be delivered. This is a standard cost, 
which is changed occasionally, but not 
oitener than once a year. For each sub- 
scription received, an amount is deterred 
representing the number of copies to be 
delivered in future months, times the 
standard fulfillment costs per copy. The 
remainder of the revenue is credited to 
income in the period in which it is received. 
In succeeding periods, an amount is 
debited out of deferred revenue equal to 
the standard printing and mailing costs 
per copy times the number of copies 
delivered on account of subscriptions 
booked in prior periods, 
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CONCLUSION 


Most magazine publishers attempt to 
spread revenue evenly over the life of the 
subscription. There is considerable vari. 
ation in the method of making this pro. 
ration, and this leads to quite different 
accounting results among different pub- 
lishers. Even though most publishers use 
a method which has the same general 
purpose, i.e., prorating revenue to future 
periods, differences in technique are so 
great that the reader of accounting state- 
ments can be seriously misled unless he is 
well acquainted with the method of pro- 
ration that is used in a particular case. As 
was said earlier, he will not be misled if 
circulation and costs are steady from 
period to period, since in such a case all 
methods would give the same results. 

The reason most frequently given for 
the proration of income is the accounting 
reason that it tends to match revenue with 
costs. In thinking of costs, most publishers 
evidently think of the cost of preparing, 
printing, and mailing the magazine, as the 
cost which is to be matched with revenue. 
A few publishers also take into considera- 
tion the costs incurred in obtaining the 
subscription. 

Although the reasons given to support 
the proration of income may be valid from 
an accounting point of view, there is some 
question as to whether the methods com- 
monly employed result in figures that are 
most useful from a management point of 
view. When a considerable fraction of the 
revenue received does not show up in the 
current income statement, changes in the 
number or mix of subscriptions received, 
subscription prices, and circulation costs 
have less influence on the reported profit 
than would be the case if a large fraction 
of revenue were taken up on the current 
income statement. It is probable that 
managements avoid being misled by the 
income statement figures by using nonac- 
counting statistics on circulation to meas- 
ure the current health of the magazine. 
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INTEGRATION OF ACCOUNTING AND 
ECONOMICS IN THE ELEMENTARY 
ACCOUNTING COURSE* 


CarRL THOMAS DEVINE 
Professor, University of Southern California 


LMOST ALL standard textbooks in 
accounting, as teachers well know, 
open with a chapter devoted to the 

field of accounting and its relationship to 
law, engineering, economics and the social 
order in general. Unfortunately in their 
haste to get to the condition statement, 
the operating report and the mechanics of 
debit and credit many teachers devote a 
small part of the organizational period to 
such broad relationships and thereafter 
uniformly neglect the material of formal 
economics. 

It is probably not unfair to add that 
many instructors who later refer to eco- 
nomics do so in a manner that is un- 
enlightening if not downright objection- 
able. Glil constitute 
conceptual integration, and vague refer- 


» references do not 


ences to economic viewpoint,”’ ‘‘eco- 


nomic income,” ‘‘maintenance of economic 
capital,’’ “economic value,” etc., do not aid 
understanding. In many 
cases first-year accounting students are 
unfamiliar with all economics except the 
most elementary notions. Moreover, econ- 
omists make use of several kinds of in- 
come, value and capital, and their disagree- 
ments as to the nature of income can 
seldom be discussed in an accounting class 
to the extent necessary for understanding. 


the cause of 


In fact the lack of agreement among 
economists leads to such diverse positions 
that the problem of rapid integration 
becomes almost impossible. To cite only 
one specific example, the enthusiasm of 
Fisher (“Income is the alpha and omega 

* This paper was presented at the annual meeting 


of the American Accounting Association, Denver, Colo- 
rado, September 7, 1951. 


of economics.’’) is certainly not shared by 
Hicks (‘At bottom they [income, saving, 
depreciation] are not logical categories at 
all.... They are bad tools, which break 
in our hands.’’).! 

The two comparatively recent revolu- 
tions in economics have added to the 
difficulty of integration. The upheaval of 
the early ’thirties, led by Robinson and 
Chamberlain, placed emphasis on the 
economics of the firm and the problems of 
equilibrium with imperfect competition.? 
The Keynesian revolution of the late 
nineteen-thirties placed emphasis on the 
problem of employment and its determi- 
nants.* While the Keynesian stress is on 


‘Irving Fisher, The Theory of Interest (New York: 
The Macmillan Company, 1930), p. 13. John R. Hicks, 
Value and Capital (London: Oxford Press, 1939), pp. 
171, 175. Hayek also takes a dim view of the usefulness 
of the income concept, “‘. . . there must go the econo- 
mists’ habitual practice of separating out that part of 
general investment activity which happens to leave 
the capital stock in some sense constant, as something 
different from activities which add to that stock.” 
Frederich A. Hayek, The Pure Theory of Capital (New 
York: The Macmillan Company, 1941), p. 336. 

The differences of opinion as to the nature of the 
“economic” capital that economists think should be 
maintained are readily available. A. C. Pigou’s, ‘“Main- 
taining Capital Intact,” and Frederich A. Hayek’s, 
“Maintaining Capital Intact: A Reply,” are both found 
in Economica, August, 1941. John R. Hicks joined the 
controversy through, “Maintaining Capital Intact: A 
Further Suggestion,” in Economica for May, 1942. 

2 Joan Robinson, Te Economics of Imperfect Com- 
petition (New York: The Macmillan Company, 1933). 
Edward Chamberlain, The Theory of Monopolistic 
Competition (Cambridge: Harvard University Press, 
1933). Perhaps the first serious attempt to bring this 
topic to the elementary level was made by Albert 
Meyers, The Elements of Modern Economics (New York: 
Prentice-Hall Inc., 1936). 

3 John Maynard Keynes, The General Theory of Em- 
ployment Interest and Money (New York: Harcourt- 
Brace and Company, 1936). Prior to World War II 
Keynesian material was not adequately treated in ele- 
mentary text books, but post-war texts give consider- 
able attention to the subject in connection with macro- 
economics. 
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“national income,”’ broadly interpreted, 
the businessman is considered to be one of 
the major villains in the drama of unem- 
ployment and considerable speculation is 
carried on motives and 
general psychology. It seems safe to say 
that in most universities the present ele- 
mentary economics course contains some 
Keynesian concepts, a little institutional 
socio-economics, a fair amount of imper- 
fect competition, and a slight hangover 
from the days of the arm-chair social 
philosophers. 


regarding his 


The diversity of doctrine emphasized 
in the elementary economics courses 
makes the problem of integration more 
difficult, but it by no means accounts for 
the extreme cleavage that is found today. 

The attitude of economists themselves 
toward accounting and accountants seems 
to be an important contributing factor to 
the present lack of economics in accounting 
courses. Far too many still think of 
accounting as bookkeeping—“putting 
small figures in big books’’—and fail to 
recognize the valuation hypotheses 
(theories) of the accounting profession as 
economic in character. Accountants, like 
advocates of many new fields of learning, 
have been aggressive in selling their wares 
and may have appeared particularly ob- 
noxious to established social scientists. 

Moreover, formal economists have made 
only small contributions to the present 
body of accounting doctrine. That econo- 
mists at the turn of the century recog- 
nized their failure to contribute to the 
accounting field or, worse, failed to recog- 
nize its economic implications is evidenced 
by the struggle of Professor Hatfield to get 
a course in accounting recognized at the 
University of Chicago. The fledgling 
course emerged as as a course in mathe- 
matics! Even today some economists 
exhibit gross ignorance of the motivating 
factors that seem to explain businessmen’s 
actions. However, in recent years an 
increasing number are no longer empha- 


sizing an assumed desire of businessmen 
to maximize profits from period to period 
and are recognizing that the fear of in- 
solvency and the desire to maintain con- 
trol are sometimes more important than 
squeezing the last dollar of profit.’ 

In fact, it is difficult to discover many 
present accounting conventions that are 
traceable definitely to formal economics. 
The theory of alternative (opportunity) 
cost is used only in special studies or 
indirectly. The accountants’ distinction 
between income earned and income real- 
ized may indicate the conflicting influence 
of economists and bankers, but it may be 
significant that income earned, unless 
supported by the working-capital concept 
of realization, has only recently gained 
limited respectability with accountants. 
The going-concern concept of valuation 
with its underlying benefit doctrine may 
have been borrowed from the classical 
“value in use,” but present texts do not 
mention the connection. The distinction 
between circulating and fixed capital 
may have been the forerunner of the 
current-fixed asset classification, but it is 
more probable that both are based on 
early banking practice. 

It seems desirable to turn now to some 
specific points at which formal economics 
may be introduced with profit into the 
material of introductory accounting. 

The preliminary accounting discussion 
of business organization affords oppor- 
tunities to introduce the functions of the 
enterpriser (entrepreneur) and his eco- 
nomic rewards. Treatment of organization 
also permits discussion of the separation of 
ownership and control in large-scale busi- 
ness and the dispersion of limited control 
functions among many individuals. A 
brief discussion of the rewards to capital 
and to enterprise may be introduced at 
this point. 


‘See, for example, Kenneth Boulding, A Recon- 
struction of Economics (New York: John Wiley and 
Sons, Inc., 1950) and Wilford J. Eiteman, Price Deter- 
mination (Ann Arbor: University of Michigan, 1949). 
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The introduc tion of double entry book- 
keeping, as barren as this duty often seems, 
permits the instructor to emphasize that 
bookkee] ing is not nec essarily associated 
with the institution of private property 
ind production for profit. It is indeed un- 
fortunate that many textbooks in the field 
of accounting have made this unwarranted 
identification, and the usual explanation 
of the accounting equation is too often 
couched in terms of legal rights, equities, 
liabilities and ownership.° 

The instructor does not stray too far 
from recognized business psychology by 
pointing out that governmental (or social- 
istic) units of operation are especially in 
need of accounting services. The profit 
motive is not working to promote efficiency 
and often the bureaucratic conception of 
success is measured by the amount of 
expenditure or number on the payroll. 
such technical 
account classi- 


Even the teaching of 
details as data collection, 
fication, specialized journals and ledgers 
may entail economics in the broad sense 
f economic statistics. 


6 From the view- 


( 


point of experience accountants are ex- 
ceptionally well economic 
statisticians. They are certainly expert in 
gathering data and controlling the ac- 
curacy of financial information. Account 
classification is a specialized exercise in 


qualified as 


statistical grouping, and a large part of 
auditing is statistical sampling. In spite of 
this backlog of practical economic statis- 
tics, accountants have often not realized 
their kinship to statisticians and have 
remained close to ignornant of the more 
general techniques of the statistical art. 
The concept of which is 


materiality, 
lor reireshing exceptions see Louis Foster, who in- 
troduces the equation as assets equals sources of assets, 
Introduction to Accounting (Chicago: R. D. Irwin, Inc., 
1942), and W. J. Vatter, who uses a modified fund or 
accountability concept, Te Fund Theory of Accounting 
Chicago: University of Chicago Press, 1949). 

* Apparently some economists do not admit that sta- 
tistical techniques qualify as economics. At least two 
major universities, and perhaps more, grant doctorates 
in economics to students who have not been subjected 


to lormal training in statistics or accounting! 


given at least some attention in the in- 
troductory course, is a start toward recog- 
nition of the principle of significant num- 
bers, but unfortunately accountants still 
add interest receivable that is accurate to 
the nearest dollar to fixed assets that are 
accurate to the nearest ten-thousand dol- 
lars and give a total without qualification 
that is supposedly accurate to the cent. 

The introduction of the operating state- 
ment yields many excellent opportunities 
to point out the relationship of accounting 
and economics. The following considera- 
tions are suggestive: 

(1) A discussion of capital maintenance and 
income defined as an index of the amount 
that could be withdrawn without impair- 
ing “capital”’; 
the economists’ idea of income as value in- 
crease contrasted with the accountants’ 
further working capital test of realization; 
(3) a partial basis for valuing existing owner- 

ship on the basis of expected future re- 

turns; 

(4) an aid to those who are considering invest- 
ment of funds by yielding the relative 
post-profitability of various lines of activ- 
ity; 

(5) with slight changes an aid to those who 
estimate total payments to labor, govern- 
mental agencies, suppliers, and manage- 
ment. 


In a similar fashion the much-maligned 
statement of condition may be introduced 
as an aid to the following types of in- 
quiries: 

(1) An imperfect measure of the liquidity and 
short-term debt-paying ability of the 
business unit; 

(2) aid to economists and businessmen in de- 

termining the amount and type of capital 
necessary for different firms and industries. 

(3) methods of financing and sources of cap- 
ital and perhaps popularity of various 
kinds of investment contracts; 

(4) in conjunction with the income report the 
relative profitability of various firms, in- 
dustries, etc. 


The discussion of proprietary interest 
affords many opportunities for introduc- 
ing economic concepts. The economists’ 
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fine-spun distinctions between interest, 
pure profit, and proprietary salaries are il- 
lustrated on the practical level by partner- 
ship distributions through salary and in- 
terest arrangements. It is true that salary 
and interest rates for partnership distribu- 
tion may be influenced by penalties and 
rewards peculiar to the individual arrange- 
ments, but they may be reasonable approx- 
imations of opportunity costs, and the 
residual may be extremely close to the 
economists’ hypothetical pure profit. In 
a similar way it is not unreasonable to 
point out that dividends designated as 
regular may be interpreted crudely as 
interest (including an appropriate pre- 
mium for risk) on stockholders’ equity, and 
the remaining profit, if any, is again an 
approximation of the economic concept 
of pure profit. 

Some instructors may wish to comment 
on the economic implications of retained 
earnings as a device for short-circuiting 
the capital market as a device for channel- 
ing funds into various firms and indus- 
tries. Many economists and other advo- 
cates of the late undistributed profits tax 
feel that the market place should determine 
the expansion and contraction of industries 
and firms and lament the power of direc- 
tors to circumvent the market. To the 
extent that investors value securities by 
dividends and not by earnings manage- 
ment may influence materially the price of 
securities by dividend policies. 

Corporation accounting may be ex- 
panded by a discussion of the advan- 
tages of limited liability asa selling feature 
to mobilize capital for huge enterprises, 
and the separation of ownership and con- 
trol may be introduced or reviewed not as 
a recent development with sinister im- 
plications but as a long-established policy 
for attracting capital from owners who are 
not specialists in the management of speci- 
fic industries. The holding-company de- 
vice is sometimes introduced in elementary 
accounting, and if so, the instructor may 
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comment on the tremendous opportunities 
for concentration of economic power that 
this device affords. 

The calculation of goodwill in connection 
with changes in ownership and the related 
valuation of shares of stock has economic 
implications that should not be neglected. 
A careful discussion or review of capital- 
ized expected future income as the basis 
for an important type of value deserves 
emphasis, and the relationship of demon- 
strated past earning ability to expectations 
may be shown. The instructor may find 
it profitable to emphasize again that all 
favorable and unfavorable forces that 
impinge on a business enterprise are not 
included in the accounts. The asset total, 
therefore, does not (except by chance) 
equal an investor’s estimate of the value 
of the firm. Moreover, even if all assets 
are carried at current valuations, it is only 
by chance that the asset total will equal 
the value of the firm. These points are 
obvious, but some economists have not 
understood them and have misinformed 
numerous students. A few economists 
have felt that the accountant should set 
up a master-valuation account (goodwill) 
and periodically charge or credit the ac- 
count with a figure to make the total 
assets equal the value of the firm. This 
recommendation need not be taken se- 
riously, as the accountant is not especially 
qualified to make such estimates, and it 
seems preferable to let the prospective 
investor make his own appraisal of the 
future. 

The accountants’ approach to goodwill 
valuation is usually through the assump- 
tion of limited life for expected earnings 
in excess of normal. It is 
ordinary management should be able to 
earn a normal return on tangible assets 
in perpetuity and that earnings in excess 
of normal are due to less permanent fac- 
tors and may not be expected to persist. 
The economist also emphasizes the tran- 
sient nature of abnormal earnings reported 
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by firms in pure and imperfect competi- 
tion. The economist, it must be remem- 
bered, is fond of showing equilibrium con- 
ditions by charts and usually follows the 
chart showing short-run equilibrium with 
abnormal profits with another showing 
long-run equilibrium after demand has 
eroded and only normal returns are earned. 
At the first-year level the accounting stu- 
dent may or may not have been subjected 
to such economic suppositions, but in 
either case the accounting instructor may 
point out the common assumptions with 
appropriate rigor. 

Numerous first-year courses in account- 
ing contain a brief treatment of statement 
analysis and almost all courses contain 
chapters dealing with manufacturing costs 
and unit-cost calculations. Either of these 
topics may serve the instructor as the 
vehicle for discussing fixed-variable an- 
alysis. Variable costs are for practical 
purposes the equivalent of the economists’ 
marginal costs and may be used in all 
cases for which marginal costs are appro- 
priate. In fact, the instructor may point 
with pride to the accountants’ advances in 
this area. His departmentalization and 
reduction of heterogeneous units of out- 
put to semi-homogeneous labor or machine 
hours permits the extension of marginal 
techniques far beyond the simplified 
expositions found in the usual economics 
course. The instructor may need to em- 
phasize the accountants’ achievement with 
regard to marginal costing to counteract 
the lack of knowledge among many aca- 
demic economists concerning the account- 
ants’ accomplishment in this direction. 

The crude procedure of using compara- 
tive income statements as the basis for 
fixed-variable breakdown may be the only 
approach that can be utilized in the 
limited time, but the uses of fixed and vari- 
able costs to estimate the effect of increased 
or decreased physical volume form an im- 
portant part of statement analysis and are 
materials found in the modern economics 


course. This type of material may also be 
used to illustrate the importance of the 
economists’ price-elasticity of demand. 
Accountants as a group are probably more 
poorly qualified in this area of economics 
than in any other, and unfortunately their 
statements too often reflect the deficiency. 

While the opportunities for using the 
marginal approach to pricing were cur- 
tailed sharply by the passage of the 
Robinson-Patman Act, the importance of 
the contribution approach is still consider- 
able, and it is indispensable for reaching 
decisions as to the desirability of discon- 
tinuing a department, a territory, a line of 
products, or a method of distribution. 

The subject of manufacturing costs 
provides an opportunity to discuss the 
forms of utility and to stress the utility- 
creating possibilities of all agents of pro- 
duction that are properly employed. De- 
preciation and associated expenses may be 
related to the economists’ concept of capi- 
tal utilization and consumption. Untor- 
tunately, far too many accountants are 
themselves not clear about these points. 
Even now accountants often treat inven- 
tories of stock in trade as the only source 
of revenues. It is obvious to even a poor 
economist that supplies and a host of other 
lowly items also make their contribution 
to the revenue stream. 

It is difficult to conclude a subjective 
discussion of this nature without turning 
the topic around and remarking on the 
possibilities for integrating accounting 
with the first-year work in economics. 
Certainly much may be done in this area, 
but the prospect is discouraging. Prior to 
the first World War, Professor Fisher lis- 
tened with a sympathetic ear to the strug- 
gles of the young profession and included 
some accounting concepts in his widely- 
used text. Today his university has per- 
haps fewer offerings in accounting than 
any other of comparable size and impor- 
tance. Accountants may be well advised 
to let well enough alone. 
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SOME NOTES ON THE BOND 
YIELD PROBLEM 


RALPH W. SNYDER 
Geo. S. Olive & Co. 


N A RECENT article,! Hugh E. Stelson 
found the yield on a bond by use of 
a modified or improved correction 
formula, apparently published only a few 
years ago (he refers to papers of 1944 and 
1948). The new formula is an extension of 
the long-known formula for 
finding the root of an equation by suc- 
cessive corrections to progressively closer 
approximations. 
The correction /, by Newton’s formula 
(applied to the bond function in which the 
rate 7 is the desired root) is 


Newton’s 


—f(i) 


h,= 
(11) 


(1) 
in which f(i;) is the value of the bond 
function at a reasonably close trial rate 
i,, and f’(7;) is the first derivative of f(7). 
The resulting 7;=7,+/) is a closer value for 
i. The new 72 can then be inserted in the 
formula, and a new / found, producing a 
still closer 7; and so on, as often as we 


please.’ 
The improved formula is 
—f(u) 
hy, = (2) 
j (11) 


+ hy 


in which f’’(i;) is the second derivative. 
Then 7;=7:+/2 is much closer than 22. 
In fact formula (2) is about as good as two 


! The AccounTING REVIEW, October, 1951, p. 538. 

2 Fourier’s rule says that if a trial value be taken 
from that side of the root and within an interval for 
which the signs of the function and its second derivative 
are alike, Newton’s method is bound to succeed; if the 
signs are unlike, there is no guarantee: the method may 
fail, or it may still succeed. With the bond function this 
rule may be ignored. The important question here is 
not on which side but how close is the trial value. 


operations with Newton’s formula. An 
especially appealing feature is that if a 
sufficiently close initial trial rate can be 
chosen, one calculation with the improved 
formula will produce a rate to the required 
accuracy—in a proper case, as I shall show, 

Professor Stelson showed a third stage, 
of which the following is the equivalent: 


(3) 


6 


with i;=72:+/3. Formula (3) is useful in 
certain circumstances, but it will add, 
roughly, only about one more correct 
place to the number obtained with (2). 

In the present article, some additional 
refinements are suggested in applying 
formula (2). 

First point. The initial trial rate should 
meet two standards: it should be as close 
as possible to the true rate, and it should 
be a tabular rate, so that the labor of 
computing v" can be avoided. If a bond 
table is also available, use of the formula 
is still easier.* The table of v" should have 
a rate interval no larger than §th per cent. 
(Kent’s tables have this interval up to 
1¢ per cent, which for the usual semi- 
annual bond means a nominal annual yield 
of 33 per cent.) If we use a tabular trial 


3In fact, with a good bond table a close enough 
yield can often be found by simple inverse interpolation, 
neglecting second differences. Without getting into a 
discussion about interpolation, however, I proceed here 
to examine the correction formula as an excellent tool, 
for example in case the only available table is that o 
v", or the rate interval in a bond table is too wide for 
simple inverse interpolation. When I show the use of 
bond table in the correction formula, it does not mean 
that I am unaware of interpolative processes, but that! 
am intent on showing the ease with which the formula 
can be handled. 
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rate at the nearest eighth above or below 
the true rate, the maximum error to be 
wercome can never exceed one-half of 
the total ith interval, or sth, or .000625. 

The quantity / which we are seeking to 
measure by the correction formula is of 
ourse the error in the trial rate, and if we 
can keep it within .000625, the formula 
will do its job in one computation over a 
wide range of periods and yields. 

The benefits of an initial error no larger 
than .000625 lie not so much in the digits 
“625” as in the three zeros. For there is a 
rule of thumb for Newton’s formula stated 
by Dickson in one of his texts on the theory 
of equations to the effect that if 4 begins 
with k zeros, the computation should be 
carried to 2k decimal places. Todhunter in 
his Theory of Equations demonstrated a 
more precise rule, that if the error at 
any stage is r, the error after the next cor- 
rection will be less than gr”, where q is the 
ratio of the second derivative to the first 
derivative.‘ Hence, Dickson’s rule is only 
strictly true if the ratio of these deriva- 
tives for the given function is of the order 
of unity. We shall see below that for bond 
functions this ratio may be as large as tens 
or hundreds. However, for the moment 
taking Dickson’s rule at face value, it 
would mean that if there are three zeros 
in h, the corrected rate should be true to 
six places by (1) above, and if (2) doubles 
the Newtonian accuracy, its / should be 
good for 12 places. Even discounting this 
for the effect of Todhunter’s rule, it would 
still seem that we should attain a rate 
accurate to the limit of the accuracy in- 
herent in 8- or 9-place answers obtained 
with 8- or 9-place tabular values. 

Second point. In the example used by 
Stelson, which was a bond for 100 periods, 


_ ‘These rules are more definite than that stated in 
the learned article on “Equation” in the eleventh edition 
of the Encyclopaedia Britannica, in which as to the 
Computation of /, the writer said merely: “If too many 
decimals are taken, there would be a waste of work; but 
the error would correct itself at the next step. Of course 


the calculation should be conducted without any such 
waste of work.” 


the new formula performs beautifully. 
But for a short-term bond, the accuracy 
falls far short of what we are led to expect, 
even though the error in the first approxi- 
mation does not exceed .000625. For a 10- 
year (20-period) bond, semi-annual cou- 
pons of .02, price $1.16811718, first trial 
rate .01, the correction by formula (1) is 
+ .000662331, and by (2), +.000622668. 
The true yield at the price is exactly 
.010625, yet although we have three zeros 
in hy, only five correct places appear even 
with the improved formula. For a 20-period 
bond, coupons .0225, price $1.03047482 
(to yield .020625), first rate .02, the cor- 
rection is +.000641189 by (1) and 
+ .00062449 by (2), not much better. 

Let us return to the basic bond formula 
for another look: 


P=0"+¢-——. 


Stelson’s set of functions was obtained 
after he had multiplied this basic formula 
by i. If a set is obtained from it without 
its first having been multiplied by 7, we 
get entirely different, and quite unwieldy, 
functions. That is, they look very dif- 
ferent. However, they have a very simple 
relationship to the other set of functions, 
which are relatively easy to handle in 
numerical calculations. Therefore, al- 
though I shall discuss them, and show the 
relationship, there is no particular point in 
taking space to write them out here. 
Graphs of the two functions curve in 
opposite directions, crossing at the root 
value of 7; that is, one curve is concave up- 
wards, and the other is concave down- 
wards; and analytically, the second deriva- 
tive of one function is positive, and of the 
other, negative. Furthermore, the function 
of i as developed by Stelson has less curva- 
ture than the other for certain long-term 
higher-yield bonds, while the function de- 
veloped from the basic bond formula has 
less curvature for short-term bonds. The 
function possessing the lesser curvature 
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is obviously the one to use in a correction 
formula, since the Newtonian formula is 
predicated on the assumption that within 
small limits, the curvature of a function 
can be disregarded, and a calculation made 
as though the curve were a straight line. 
The smaller the error in this assumption, 
the better the results attained. 

Since in finding / we use the functions 
only in a ratio, no harm is done if after 
working out the new ones, we multiply all 
of them by 7. The hybrid functions thus 
obtained we will call F(z), etc.® Their rela- 
tionships to f(z), etc., are as follows: 


F(i) =f(?) (4) 
F(; 
Pi) =f" (5) 
1 
2F’(i) 
3F 


F’""(i) =f""(i) (7) 

Thus it is seen that in practice all that 
is required is to compute the f’s, and F’s 
are obtained by very simple adjustments to 
their counterparts in the other set. (Equa- 
tion (7) is only needed with formula (3).) 

How do we know which set will give 
the best correction? The answer is, by 
making a relative-curvature test, using 
the ratios 


f"@ 
F'(i) 


f'(i) 


The functions to be used in the correction 
formulas are the set for which the forego- 
ing ratio is the smaller (without regard to 
sign, which only indicates whether the 
curve is concave upwards or downwards). 

This test can be simplified to the follow- 
ing rule: If the reciprocal of the first ratio, 


5 F’(z), etc., are not true derivatives but derivatives- 
multiplied-by-i. Since they are used in the correction 
formulas exactly the same as the derivatives f’(z), etc., 
it is convenient to retain parallel derivative notation. 
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that is, f’(2)/f’’(2), is larger than i, use 
f(i), etc.; if smaller, use F(z), etc. 

Probably the f-functions should be re. 
produced at this point: 


f(i) (8) 
f'() (9) 
(®) = (c—i)n(n+1)0"? (10) 

(i) = —3n(n+1)0"*? 
— (11) 


Here again the equation for the third de- 
rivative is used only with formula (3). | 
have used P for the price of the bond, and 
c for the coupon payment. The signs of 
the above functions all come out the op- 
posite of Stelson’s, but this is a matter of 
personal taste, for at best there are enough 
changes in signs in working the formula 
to keep the computer watching his signs 
regardless of the way the functions are set 
up. 
Note how the terms of f(7) may be con- 
densed into i(P—P,), in which P, is the 
tabular price at the trial rate. From this 
it further follows that F’(z) in equation 
(5) above can be simplified to 


F'(i) =f'(i) —(P— (Sa) 


Example: 20-period bond, coupons .02, 
price $1.13199487 (to yield .0125). We use 
as a trial rate, 7:=.01, which makes the 
error .0025, much larger than my proposed 
maximum .000625. P,=$1.18045553. The 


6 This rule is an approximation. 


fi) 2 
F'(i) Fi) 
F'(i) and f’(z) are nearly enough equal that we can say, 
approximately, 
—F’(i) f'i)_ 2 
Fi) 


If the two ratios are equal, 


fi) 
If one ratio is larger than 1/i, the other must be smaller, 
and the same will be true for their reciprocals. 
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from any 
=.81954447; 21, 
= 80339621. 


table, for 20 periods, 
=.81143017; and 22, 


= .01(1.13199487 — 1.18045553) 
= .01(— .04846066) = — .0004846066 
f(s) = +.15016436 
= +35.8314709 


Curvature test: f’(7)/f’’(7) =.15/36 =.004; 
i=.01; therefore, use F’s. 
F(i;) = — 0004846066 
F’(i,) = +.15016436 — (— .04846066) 
= + .19862502 
2X .19862502 
F'"(i,) = +35.8314709 — 
01 
= — 3.893533 


Using our new F-functions in place of 
the f-functions in formulas (1) and (2), 
we find the correction /, to be +.0024398, 
and hp, +.0024996. If we had used f’s, we 
would have as Jy, +.00323, and as he, 
+.00233. The switch to the second set of 
functions has worked a great improvement 
in the result. 

We see now that Todhunter’s rule re- 
lates the measure of the error in / to the 
curvature of the function. In the example, 
the curvature test of the function obtained 
from the basic bond formula shows 3.89/ 
198, or about 20. The error after finding 
our first k by (1) should therefore not ex- 
ceed .002447X20, or about .00012; it is 
about .00006, or well within the limit; after 
asecond round with (1) the error should 
be less than .00006?20, or about 
000 000 07. Formula (2) does not do quite 
that well, but it is only claimed to be about 
as good as two operations with Newton. 
By contrast, the curvature test of the f- 
function shows 35.8/.15, or about 240, and 
measures of the errors in the corresponding 
h’s are of the order of .0015 and .00001. 
The poor performance of the f-functions 
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does not invalidate them even in the exam- 
ple; they are merely inappropriate because 
a closer result would require at least a sec- 
ond computation, using the latest rate 
01233, and that would mean a lot of hard 
work, because there are no tabular values 
for that rate. 

If we apply our new F-functions to the 
problem stated earlier, a 20-period bond, 
coupons .02, price $1.16811718 (to yield 
.010625), trial rate .01, we come out with 
1; = .010624993, whereas with the old set 
we would have 72;=.010622668. Here we 
have the maximum recommended error of 
.000625 in the trial rate. 

Reverting again to the curvature test, if 
we apply it to Stelson’s bond for 100 pe- 
riods, we find f’(i)/f’’(i) =1.16/15 =.07; 
i=.03; therefore the f-functions were ap- 
propriate for that problem. 

As I stated near the beginning, in a 
proper case, the improved correction form- 
ula still fulfils its promise. Furthermore, 
we can still depend on Dickson’s rule on 
how far to carry the computation.’ 

The foregoing discussion is applicable to 
short-term bonds, up to say 30 or 40 pe- 
riods, at yields such that v” is available at 
#th per cent intervals. When the number 
of periods gets much larger, at the lower 
yields the curvature of F(i)/i (the function 
which I described but didn’t show) in- 
creases enough so that generally one less 
correct decimal is obtained. On the other 
hand, when the tabular interval is, say, 
ith rather than }th per cent, even for 
short-term bonds we get increased curva- 
ture again—of another sort, that is, at- 
tributable to the increased span in the 
maximum error, and we lose a decimal 
place of accuracy. In these situations the 
third-stage formula (3) is useful in restor- 
ing the lost decimal place. 


7 Perhaps it should be noticed that when finding Ay 
by (1) for use in finding / by (2), the safest simple rule 
is to carry /, to as many decimals as we expect correct 
in he. 
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Third point. The initial guess at the rate 
is easy with a bond table. Without it, a 
direct attack by the following approxima- 
tion formula is helpful: 


2(cn— p) 


(12) 
(n-+1)p+2n 


with c=coupon; p=P—1 (premium, or 
discount if negative). This formula has a 
sound pedigree, being the first term of a 
series for i obtained by reversing a series 
for P. It always gives a rate that is in ex- 
cess of the true rate for premium bonds, 
and less than the true rate for discount 
bonds. 

Trying it on our problem in which the 
price is $1.16811718, we find 


2(.02 X 20—.168117) 


= = 010654 
21X.168117+2X 20 


as compared with the true rate .010625. 
Looking at .010654 without any preknowl- 
edge except that it is too high, since we 
have a premium bond, we may hardly 
know whether to choose the eighth above 
(literally the nearest) or below. Actually 
this problem was used earlier because the 
true rate was exactly in the middle be- 
tween eighths, and where there is so little 
difference between the probable error 
above or below (.000654 below and 
.000596 above) there will be no perceptible 
difference in the h, found by using 7,=.01, 
or 7,;=.01125. 

For a 40-period bond, coupon .02, price 
$1.22606659, formula (12) gives i 
= .012858, which would cause us to pick 
.01250 as our first rate. The true rate in 
this case is .01275. 

The longer the term, the poorer the re- 
sult by (12). For a 100-period bond, cou- 
pon .02, price $1.40844954 (yield .01275), 
we get i;=.01319. By the nearest-eighth 
rule, we would choose .01375, but here we 
should reason that for such a long-term 
bond the rate by (12) is probably pretty 
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far over the true rate, and take the eighth 
below, or .01250. 

For long-term bonds, there is a positive 
upper limit on the first estimate of a yield, 
namely c/P, the perpetuity yield. In the 
last example the perpetuity yield is .0142, 
which still is higher than the estimate by 
(12), so that (12) is applicable. For Stel- 
son’s bond, 100 periods, coupon .04, price 
$1.26480666, formula (12) gives .033, and 
the perpetuity yield is .0316, which then 
becomes the top estimate for the rate. 

Another direct approach to the yield in 
the absence of a good bond table is to use 
the coupon rate as a rough yield rate, 
which we may call io, and apply the cor- 
rection formula (2). The result will of 
course be a closer approximation, but un- 
less the true yield happens to be close 
enough to the coupon rate to be within our 
jsth per cent maximum error (.000625), 
the rate thus found will be no more than a 
pretty good trial rate. Therefore we use it 
as a basis for selecting a tabular v" at the 
nearest }th above or below it, and proceed 
again with the correction formula, this 
time for a “final”’ rate. 

It is true that by this method we are 
applying the h-formula twice, but the first 
time it is used merely as a “range finder,” 
filling the same role as the approximation 
formula (12) above. 

The labor of calculation is reduced in 
two ways when the coupon rate is used as 
the rough yield rate. First, by assuming ¢ 
and i» equal, we have assumed a “punc- 
tual-interest’’ basis, so that P, equals 
“par” or 1, and P—P, is thus found by 
inspection. Second, those terms of the f- 
functions which contain (c—i) disappear, 
since =0. 

Taking again the bond priced $1.16811- 
718, we find i; by this last method to be 
.010647, which is slightly closer than the 
result by formula (12). For Stelson’s bond, 
we find i; to be .031380, as compared with 
the true yield of .0313106. 
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AMORTIZATION SCHEDULES FOR 
MOTION PICTURES 


WILLIAM I. GREENWALD 
Instructor, The City College, New York 


HE FILM is an intangible value and 

it is impossible to measure its value 

directly. Since it is an article liable 
to very rapid depreciation, film amortiza- 
tion is a key factor. An appraisal based on 
anticipated earnings is the method used 
to measure the value of a film. Any differ- 
ence in the relative value of released films 
results from the difference of writing such 
values off from time to time. As films are 
frequently marketed on a deferred pay- 
ment basis and production costs are writ- 
ten off on a deferred charge basis, ‘‘this 
contravenes good bookkeeping, which says 
profits should not be taken on the books 
until earned.’” 

As a result of better inventory methods 
and accounting techniques films are in- 
ventoried at production cost.? The pro- 
duction or negative costs include studio 
and staff overhead, location, film, title, 
effects, lighting, props, set, wardrobe, 
acting, star, directing, scenario, and mis- 
cellaneous costs. Involved is the accumula- 
tion of all the expenses incidental to mak- 
ing a film and, from an accounting point 
of view, they represent a sizable amount of 
deferred charges, even though they are 
included in current and working assets. 
The resulting inventories consist of nega- 
tives, completed and released and those 
completed and not yet released, positives 
of films released and those not yet re- 
leased, the negatives of films in the proc- 
ess of production, and the positives of 


William R. Donaldson, ‘Valuing the Inventories of 
Motion Picture Producers,” The Journal of Account- 
ancy, March 1927, p. 6. 

* Inventories are generally thought of in terms of cost 
on the market, but this basis is hard to apply to films. 


films in the process of production.’ All 
the released and unreleased films are car- 
ried on the books at the cost of production. 
The adjusted and true inventories, how- 
ever, represent the negative cost of films 
in the process of completion and the un- 
amortized cost of films released for ex- 
hibition. ‘‘From the inventory viewpoint, 
the original cost is reduced by the pro- 
portion of earning power which has lapsed, 
leaving to be expressed in the balance 
sheet only the residual amount.’ 

With the modern system of cost control 
and conservative policies regarding depre- 
ciation, film inventory values are written 
off rapidly after each release date. The 
amortization schedules currently used 
charge off and extinguish production costs 
more rapidly than was the former practice. 
The proportions to be written off are not 
determined arbitrarily. In leasing films 
the flat rental charges vary from as little 
as $5.00 a day to over a thousand dollars 
and percentage contracts from fifteen to 
fifty percent of gross receipts. From these 
rentals experience-tables are derived 
which are built up showing the normal life 
of different kinds of films and the approxi- 
mate rate at which film cost is returning 
during each time period after release. This 
is the film amortization schedule. Even 
though the physical condition of a film 
may remain the same, the entire value of 
a film can be eliminated without leaving 
any residual value. The obsolescence of 
films is frankly evident by a film’s inability 
to bring any additional income and is 


3 Donaldson, loc. cit., p. 4. 
‘ Ibid., p. 6. 
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taken account of by a fast depreciation. 

This is not the only method of amortiz- 
ing films. Films could be amortized on a 
straight line basis over a fixed period or 
they could be written off to the full extent 
of the rentals received until each picture 
is fully amortized. The major producers 
amortize the cost of released productions 
in proportion to the estimated receipt of 
income from the exhibition of released 
pictures.® The inventory remaining is cost 
less a proportion of such cost written off 
on the basis of the length of time the film 
has been released. 

In building these tables various factors 
are considered. The tables themselves are 
based upon the weekly or monthly re- 
ceipts of pictures during prior seasons. 
They may be based on an average of the 
earnings of different types of films or the 


5 For a thorough discussion of each method refer to 
Harry M. Iverson, “Accounting for the Distribution 
of Motion Picture Productions,” NACA Bulletin, No.4, 
Section 1, October 15, 1940, p. 162 ff. 
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earning power of all films combined. The 
tables, consequently, represent the aver- 
age experience of a company in the dis- 
appearance of the earning power of pictures 
and they vary with the time, place, and 
picture. The amortization of production 
costs against film rentals helps determine 
operating profits. If income is in excess of 
the amortized percentage there is a profit, 
and if there is a failure to reach the amor- 
tized figure there is a loss. The industry 
an “amortization schedule rather 
than a depreciation schedule because of the 
similarity of a motion picture film to a 
leasehold and its dissimilarity to merchan- 
dise subject to depreciation through wear 
and tear.”® An examination of Table 1 
shows the broad structure of these sched- 
ules. 

The tables are adjusted periodically 
when experience indicates that it is desir- 
able to change the rates according to the 


uses 


H.B.R. 87. 


TABLE 1 


FILM AMORTIZATION SCHEDULES 


Negative Costs 


Positive Costs 


Per cent 


Months® Residual Per cent Residual 
written off Accumalated inventory written off Accumulated inventory 
each period? value each period? value 

0 — - 100.0 — — 100.0 
1 ‘2:5 12.5 87.5 14.0 14.0 86.0 
2 14.0 26.5 73.5 14.5 28.5 71.5 
3 12.0 38.5 61.5 14.0 42.5 i. 
4 9.3 48.0 52.0 13.0 35.5 44.5 
5 $.0 56.0 44.0 10.0 65.5 34.5 
6 6.0 62.0 38.0 8.5 74.0 26.0 
7 7.0 69.0 31.0 7.0 81.0 19.0 
8 6.0 75.0 25.0 6.0 87.0 13.0 
9 5.0 80.0 20.0 4.0 91.0 9.0 
10 4.0 84.0 16.0 3.9 94.5 3.9 
11 3.5 87.5 12.5 3.0 Pe 
12 90.0 10.0 z.9 100.0 0.0 
13 92.5 
14 2.5 95.0 5.0 
15 96.5 3.9 
16 98.0 2.0 
17 1.0 99.0 1.0 
18 1.0 100.0 0.0 
® In some cases by weeks instead of months. 


> Source 8 H.B.R. 88-9 respectively. 
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changed income from films. If receipts 
are faster, amortization is accelerated. 
Producers may also increase amortization 
charges to reflect rising costs. A change 
in the type of film being produced may 
bring changes in the tables. The tables of 
acompany may also be varied in order to 
accommodate a special film. If the quality 
ofa film, the size of production, the method 
of distribution, or the exhibition outlets 
change, the tables change. One unfor- 
tunate result is that if a change in the 
speed of amortization is adopted, the 
value of previous statements for com- 
parison purposes is diminished. Irrespec- 
tive of the changes, however, over a period 
of years film amortization charges must 
equal the actual cost. 

But this accounting method tends to 
accentuate variations in profits from one 
year or period to the next. When gross 
receipts increase there is an overstated 
profit, especially any increase in 
film costs tends to be less rapidly reflected 
in amortization charges. Conversely, a 
decline in gross income compels a reduc- 
tion in costs although amortizing on the 
older, expensive films may continue high 
for some time. The high costs in the 
‘thirties were due, in part, to the inability 
of the industry to adjust downward both 
its production costs and its schedules for 
writing off existing films as rapidly as 
revenues receded. The old scale had to be 
adapted to fit the depression attendance 
records. Once the high cost inventories 
were eliminated, the amortization charges 
were reduced and earnings benefited. In 
prosperity, on the other hand, when a 
schedule is retained, despite an increase in 
attendance, there are overstated profits. 

While broadly comparable, the amorti- 
zation schedules and rates for amortizing 
inventory tend to differ in certain particu- 
lars and vary for different companies. 
Companies find they have had different 
experience and each maintains its own 


since 


341 


tables based upon its own estimates of 
residual values. The different methods of 
distribution and the variations in terms 
of selling also account for differences. 
For example, in recent years some com- 
panies release a film to many theaters 
simultaneously while others follow the 
past practice of releasing to a few exhibi- 
tors at first, followed by a general release 
later. 

In looking at Table 2 which comprises the 
schedules of the five major and two minor 
producers, many things can be noted. One 
is a comparison of the rates within a 
specified year. A second is a comparison 
of the changes in the schedules of any 
company over time. Twentieth-Century 
Fox in 1946, as a result of distribution 
which had to be effected promptly, wrote 
off costs from its books rapidly. Fifty 
per cent of the receipts were estimated for 
collection within eighty-four days from the 
date on which films were released for dis- 
tribution. An analysis of Paramount’s 
revenue expectations in the same year 
indicates that sixty-nine per cent of revenue 
was expected for the same period, regard- 
less of the amount earned and the pros- 
pects for continued revenue. It is apparent 
that high percentages of costs are expected 
to be recaptured in the first three months 
at home. Within the first year after re- 
leasing a film, each company apparently 
has had the experience of receiving between 
ninety-four and one half to ninety-nine 
and three tenths of its earnings. This in- 
dicates that the revenue-bearing life of a 
picture is usually short, except for foreign 
sales and trickling domestic rentals.’ If a 
film has a long earning life or re-run 
value, all the earnings beyond this initial 
period, aside from distribution costs, 
represent pure profit. 

In noting the changes in amortization 


7 An advantage of this rapid write off is that pro- 
ducers who need commercial and long term credits on 
customary trade terms can be financed more rapidly. 
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TABLE 2 
Firm AMORTIZATION SCHEDULES FOR 1935, 1940, AND 1946 
Cumulative rates at which feature pictures are written off after date of release* 
(percentages) 
Loew’s Paramount Warner Brothers 
1935 1940 1946 1935 1940 1946 1935 1940 1946 
4 15.00 15.0 35.0 29.8 29.8 19.3 14.0 
8 36.00 36.0 53.6 54.0 38.0 35.0 
12 51.00 B14 44.8 80.0 68.0 69.0 51.5 
13 70.6 71.6 55.0 57.0 
16 60.27 60.3 89.0 76.0 77.6 
20 64.48 64.5 92.7 79.6 81.5 
24 67.6 67.6 70.7 82.4 85.1 tas0 82.0 
26 95.9 83.5 85.7 73.0 
8 69.95 69.9 84.5 87.7 87.5 90.0 
39 85.1 89.6 93.5 84.25 
40 78.43 78.4 90.1 93.6 96.5 
52 88.75 88.7 95.0 100.0 96.7 99.3 93.75 96.5 
56 100.0 
60 99.0 100.0 
65 100.0 100.0 100.0 100.0 
78 100.0 
I'wentieth-Century Fox R.K.O. Columbia Universal 
Weeks ————— —— — 
1935 1940 1946 1935 1940 1946 1935 194.0» 1940¢ 1946 
+ 14 14 14 17 21.5 13.5 9 10.8 
8 35 35 35 aS 42.5 29.25 28 25.5 
12 50 50 50 52.25 57.5 44.25 50 39.5 
13 53 53 60.3 47.74 40.6 42.5 40.8 
16 60 60 60 62.75 67.5 50.0 
20 66.5 66.5 66.5 69.5 77 57.8 
24 12.5 72.5 84 63.8 
26 13.5 79.3 86.5 63.5 66.8 73.8 
28 78.5 78.5 78.5 77.5 88.25 69.8 
39 88.0 88 .0 88.0 95.25 78.0 87.3 88.8 
40 88.5 88.5 88.5 89.75 92.5 89.75 95.5 88.5 
52 94.5 94.5 94.5 95.0 98.0 97.5 98.0 90.3 97.0 97.0 
90 
60 98.5 98.5 100.0 100.0 93.8 100.0 100.0 
65 100.0 100.0 


Source: Standard Trade and Securities, February 20, 1935; Standard and Poors December 1940, Section 3; 
Standard and Poors June 7, 1946. Also, Annual Reports of Individual Companies. 

® Negatives only for Fox, R.K.O., and Warner. Positives and negatives for the others. Columbia and Paramount 
also have separate schedules for foreign releases. None of the companies follows a fixed policy on shorts. No annual 
reports are published by United Artists, the third important member of the little three producing companies. 

> Not available for 1946. 

© Not available for 1935. 


from 1935 to 1946 it is apparent that each _ per cents of amortization,® some companies 
company has accelerated its rates. The use composite tables which cover world 
outstanding exception is Twentieth-Cen- — 


tury Fox, which has maintained its sched- 
ules for the three years considered, de- 
spite the difference in economic conditions. 

Despite the variance in the cumulative 


8 Most cumulative percentages based upon the pat- 
tern of uniformity in the curves found in several hur- 
dred films. Cf. Five Monographs on Business Income. 
American Institute of Accountants, N. Y., 1950, Com- 
mentary by George O. May at round table discussion, 
pp. 237-238. 
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wide operations. The distribution in other 
countries is usually handled by foreign 
subsidiaries or independent agents. The 
accounting technique employed has been 
dependent upon whether distribution 
agents market on a per cent or flat rental 
basis. With the rapid increase in foreign 
trade, therefore, other companies have 
used the practice of assigning part of their 
costs to foreign business in order to write 
costs off against their foreign business. 
In this way the foreign profit and loss can 
be determined separately. If the changes 
in revenue receipts are not too drastic, a 
company can allocate by country after 
carefully studying the revenue flows in 
prior seasons. The allocation has to be 
done carefully, for an excessive allocation 
would understate domestic profits or 
indicate losses. A study of Table 3 shows 
the more prominent methods by which 
amortization considers the spatial factor. 

The practice of writing down positive 
prints may vary or be the same as handling 
the expected life for the negative. The cost 
of the positive results from the raw film 
used, overhead, and laboratory costs in- 
volved in exposing the sensitized film to 
developing, fixing, and drying. The resid- 
ual value of such prints, no matter their 
condition, is the scrap value of the cellu- 
loid. Sometimes positive prints are put in 
different schedules because of wear and 
tear, and because the life of a positive 
print is shorter and does not live through 
the earning power of the negative. At other 
times, however, as when the demand for 
a picture decreases, the life of a positive 
film may be longer than the earning power 
of the negative. The earning power of these 
prints is the real test of asset value, as 
with negatives. In some companies the 
practice is used of writing off such positives 
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TABLE 3 


GEOGRAPHIC AREAS COVERED BY AMORTIZATION 
SCHEDULES 


(1) All films, combined, written off in the domestic 
market* 
a. negative cost 
b. positive cost 
c. negative and positive costs combined? 

(2) All films, combined, written off in world market 
(including domestic) at the same rate. 

(3) All films, combined, written off with different rates 
for the domestic and foreign market. 

(4) All films, combined, written off with different rates 
for the domestic market and different rates for 
United Kingdom and other foreign markets. 

(5) Classification of films into features, westerns, shorts, 
and serials, written off in the domestic market. 

(6) Classification of films into features, westerns, 
shorts,° and serials written off in the world market 
(including domestic) at the same rates. 

(7) Classification of films into features, westerns, shorts, 
and serials written off with different rates for the 
domestic and the foreign markets.4 

(8) Classification of films into features, westerns, shorts, 
and serials written off with different rates for the 
domestic market and different rates for United 
Kingdom and other foreign markets. 


* Domestic usually includes United States and 


Canada. 

» The breakdown into negative, positve, and a com- 
bination of the two is also present in the remaining 
seven categories, although they have not been repeated 
in order to simplify the table. 

© In many cases there is no fixed policy regarding 
shorts. 

4 In some cases the foreign field is broken down into 
different areas for amortization purposes. 


over the life of a picture, charging repair 
and replacement to operating expense. 
After a picture is released for the full 
length of its amortized period, the resid- 
ual value of the film is generally carried 
on the books of a company as a nominal 
asset of one dollar. The individual firm 
may continue to get a percentage of its 
income from the picture after it has cleared 
its cost. In some cases, the share of the 
producer does not come into being or is 
not retained until after a picture is fully 
amortized. If films are continued for ex- 
hibition when their residual book value is 
zero, the profit derived is pure profit. 
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HERE ARE four classes of persons 

who write text-books: simon-pure 

altruists, teachers seeking academic 
preferment, authors who are after the 
money, and professors who have been 
bullied by their deans into compiling such 
treatises. 

Now and then there appears upon the 
literary horizon a misguided do-gooder 
with a yen to save a world wallowing in 
ignorance. Under his modest exterior 
lurks the zealot. He has a Messianic com- 
plex, and in matters pertaining to his sub- 
ject has affectations of omniscience. How 
can the works of others, based on mere 
theory, be considered in the same c'ass 
with his opus, predicated on knowledge 
gathered from actual experiences on the 
highways and in the byways of the world? 
He knows that “MY” book will become 
“THE” book. He expects—and is never 
disappointed—no reward other than the 
acclaim of students. 

The second class comprises teachers 
who wish to attract the favorable atten- 
tion of their superiors, and thus obtain 
advanced rank—and pay. Every man Jack 
of them has one of the things tucked away 
in the back of his softly padded mind and 
his dissatisfaction with the existing tomes 
of learning stems from the knowledge that 
he could have done it much better. 

The third group, sensing a current de- 
mand for another book on a popular sub- 
ject, makes no bones of the belief that 
financial gain will accrue from its efforts. 

The fourth class includes the brilliant 
natural teachers who have kept meticulous 
notes—the distillation of many years of 
study—and, whose printed words are 
plagiarized by everyone who writes on the 
subject. Such professors are forced into 


text-book writing when the time thus spent hook st 
could have been utilized on an important J bread a 
project which might have meant something | accomp 
to a waiting world. etc., m: 

What provoked these lines is a con- § wagon, 
densed revision of an earlier book which ] before | 
appealed to trainees in an up-and-coming | he may 
profession. The text applies accepted and ] shorn, ; 
recognized principles and practices in an Ere | 
unusual treatment. 

The planning of a text-book is, in itself, 
quite a task, and constant care must be 
observed in its compilation in order not 
to charge the reader with all the knowledge 
of the writer. When completed to the 
satisfaction of the author, submission of 
the text-book to the publisher is the next 
step. This entrepreneur has no illusions. 
He is interested in profits, and _ profits 
are derived from sales. The publisher re- 
fers the book to an editor, in this case a 
teacher, and word comes back, after a time, 
that the book is too long. Cutting is now 
the order, and here is where the author's 
headaches begin, because condensation 
means elimination of material, and this a 
causes inconsistencies to arise, the ironing- 
out of which is back-breaking, and a 
seemingly never-ending job. While the 
cutting is in progress, a deadline is an- 
nounced by the publisher who has only the 
sales angle in mind. Time must be allowed, 
he says, for advertising and_ printing; 
also, the teachers who may adopt the text- 
book must have it in their hands a couple 
of months before the beginning of a semes- 
ter. 

When the book is printed, galleys must 
be carefully read and meticulously cor 
rected by the author, because lynx-eyed 
students, and well-wishing colleagues (i: 
those who wish the author at the bottom | == 
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{a well for jumping the gun on them) silently steals away,” he feels he should 
will detect and comment caustically upon advise misguided souls contemplating text- 
lapses of the typist and the printer, blam- book writing: “Never Write a Text-Book, 
ing all on the author. Unless 


With the magnum opus finally in the (a) If married, you are desirous of being di- 


wok stalls, the author, tiring of living on wnenek 

bread alone even though it is occasionally (b) If unmarried, you desire to remain so, be- 
accompanied by the poetical jug of wine, cause revisions of text-books are sooner or 
etc, may now apply for a Good Humor later required. 
wagon, because a year will probably elapse (c) You consider it sinful to get any enjoy- 


ment whatsoever out of living. 


before royalties will be forthcoming, and : : 
8) (d) You revel in absorbing “the slings and ar- 


he may wish to reappear in public shaven, rows of outrageous fortune” and, 


shorn, and respectably attired. (e) You have decided to pass on “unwept, un- 
Ere he “‘silently folds his tent and as honored and unsung.” 
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THE CPA EXAMINATION 


Davip M. BEIGHTS 
Accounting Consultant, Tallahassee, Florida 


HE THREE principal requirements 

usually set for entrance into the 

accountancy profession have ref- 
erence to the candidate’s educational 
qualifications, his experience in accounting 
matters, and his ability to pass an exami- 
nation covering accounting principles and 
practices and related subject-matter. Under 
present conditions, the examination is the 
major if not the sole test of the candidate’s 
qualifications to practice public account- 
ing. Presumably the purposes of the educa- 
tion and experience requirements are to 
enable the accountant to acquire skill and 
knowledge in the science and practice of 
accounting, and to develop judgment in 
accounting and financial affairs. The pur- 
pose of the examination is to determine 
whether the accountant has acquired suffi- 
cient skill, knowledge and judgment in 
accounting and financial affairs to be 
certified by state boards as being one who 
is “skilled in the knowledge, science and 
practice of accounting and is qualified to 
render professional services as an account- 
ant.”’ 

The influence these examinations have 
had on the accountancy profession has 
been very great and their importance can 
hardly be over-estimated. These examina- 
tions have, for the most part, determined 
who was and who was not admitted to 
the accountancy profession. In performing 
the function of screening out the undesira- 
ble and admitting the desirable, the ex- 
aminations to a large degree have deter- 
mined the general level and standard of 
performance expected of the professional 
practitioner. 

But probably the greatest effect has 
been produced indirectly through influ- 


encing the preparation of accounting text 
books, the construction of accounting 
curriculums, and the methods of instruc- 
tion used in our schools. Hardly an ad- 
vanced textbook appears without a series 
of problems and questions ‘taken from 
recent C.P.A. examinations’, while some 
of the leading texts have been organized 
and developed around the material needed 
for passing these examinations. Many 
colleges and universities have considered 
these examinations as indicating an ac- 
ceptable level of academic achievement 
and have therefore organized their courses 
in such manner as to achieve that stand- 
ard. Regardless of the effects produced, 
these examinations have had an influence 
upon our academic standards far greater 
than is generally realized by the practi- 
tioner or would be admitted by college 
instructors or administrators. In view of 
the role these examinations have played 
in the fields of accountancy practice as 
well as accountancy instruction, the sub- 
ject is of sufficient importance to warrant 
a careful study of the present practice and 
the results: thereof. 

The preparation of a satisfactory exami- 
nation is a very difficult task. There are 
many reasons for the difficulties encoun- 
tered. First, the scope of the examinations 
must be determined, both as to subject- 
matter areas to be covered as well as to the 
degree of intensity. Second, the examina- 
tion must be prepared with a reasonable 
degree of balance between subject-matter 
areas with neither over- nor under-em- 
phasis on any one area. Third, the char- 
acteristics and qualities which are to be 
measured by the examination must be 
established and the examination properly 
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st in order to determine the existence or 
absence of the desired qualities. Fourth, 
sufficient material must be covered to 
onstitute a proper ‘“‘sample”’ or fair cross 
section of the subject if the results are to 
be valid. Fifth, the standard of achieve- 
ment considered to be satisfactory or 
“passing” must be established and used 
both in the preparation of the examination 
as well as in the grading of the papers. 
And sixth, the examination must be pre- 
pared and presented in the form and man- 
ner which will yield the greatest amount of 
accurate information possible regarding 
the qualifications of the candidates being 
tested. 

One of the first problems to be solved 
by the examiner in the preparation of a 
satisiactory examination is to determine 
the scope of the examination, both as to 
subject-matter areas to be included and the 
degree of intensity with which the included 
areas are to be covered. The areas to be 
covered should be described in sufficient 
detail to enable the candidate to make 
proper preparation, not only for the exami- 
nation, but for the successful practice of 
public accountancy. The examination 
should follow or keep within the confines 
of the areas outlined. From time to time 
as needed, changes may well be made in the 
areas included. The description of the 
areas, however, need not be so definite or 
detailed as to limit or hinder the proper 
study or testing in the broad field of ac- 
countancy practice. A carefully prepared 
outline of the scope of the examination 
should be very helpful in keeping the 
general objectives of the examination con- 
sistent with the subject-matter, in avoiding 
over-emphasis in some areas and under- 
emphasis in others, and in obtaining a 
sufficiently large and well-balanced sample 
of data regarding the qualifications of the 
candidate. 

The subject-matter to be covered may 
be outlined and arranged in many different 


patterns or 
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schemes. Experimentation 


should disclose what particular outline, 
or outlines, may prove to be the most useful 
to those concerned. The following outline 
is given as a suggestion of one arrangement. 


to 


w 


on 


6. 


. The Valuation of Assets and 


The Accounting System, including vouch- 
ers, journals and records, accounts and 


ledgers, form and content of financial 
statements and reports, problems of 


classification and reporting, internal or- 
ganization and control, single and double 
entry, and other basic problems related to 
the mechanical and statistical aspects of 
accounting. 

the deter- 
mination and measurement of incomes and 
expenses, including problems related to 
cash and accrual bases of accounting, the 
fiscal period and problems incident thereto, 
depreciation and appraisals, costs and cost 
allocations, and similar and related prob- 
lems centering around the economic phases 
of accounting. 


. The Determination and Measurement of 


Claims, Rights, and Equities of creditors 
and proprietors usually accounted for in 
the sole, partnership and corporate form 
of business organizations, including the 
various fundamental problems relating to 
and affected by legal considerations. 


. The Analysis and Interpretation of trans- 


actions, financial statements and reports, 
both actual and budgetary, and other 
problems involving the accountant’s use 
of accounting and other data in the light of 
general economic and financial conditions 
in his relationship to financial manage- 
ment. 

Federal Tax Accounting, including the 
basic principles concerning taxes on in- 
comes, excess profits, social security taxes, 
estate and gift taxes, and others as they 
affect individuals, corporations, and others, 
but excluding problems relating to State 
and local taxes. 

Cost Accounting, including the funda- 
mentals applied to departmental, job 
order, process, and standard costs and 
other basic cost problems and procedures 
commonly encountered by the practicing 
public accountant. 


. Governmental and Institutional Account- 


ing, including fundamentals of fund ac- 
counting generally applied in municipal 
and institutional accounting practice, but 


a 
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excluding Federal and State accounting 
procedures and routines. 

8. Specialized Accounting Problems, includ- 
ing the basic principles of accounting for 
consolidations and mergers, branches, con- 
signments, installments, estates and trusts, 
and other specialized problems commonly 
dealt with in public accounting practice. 

9. Auditing and Public Accounting, including 
the principles and procedures underlying 
detailed and balance sheet audits, financial 
examinations and _ investigations, and 
other problems commonly met with by the 
public accountant rendering professional 
services. 

10. Commercial Law, including the principles 
of business law applying to general com- 
mercial practices, covering such subject- 
matter as contracts, negotiable instru- 
ments, agency, partnership, corporations, 
and other matters frequently encountered, 
but excluding highly technical phases of the 
law and its procedures which would be 
considered as falling into the exclusive 
realm of law practice. 

Characteristics and qualifications needed 
to become a successful public accountant 
have often been discussed and are well 
known. But the preparation of an examina- 
tion which will disclose the existence or 
absence of the desirable qualities has re- 
mained a difficult task. Such qualities as 
loyalty, courage, sincerity, tactfulness, 
honesty, vitality and energy are not dis- 
closed by the usual examination. But in 
spite of the limitations of the written 
examination, if properly used, it will dis- 
close with a reasonable and practical de- 
gree of accuracy the knowledge and under- 
standing, and the skill and judgment pos- 
sessed by the candidate relating to ac- 
counting matters. These are qualities of 
primary importance in accountancy prac- 
tice. 

For administrative purposes, and to 
make it more effective in producing the 
desired results, the examination should be 
divided into five or more parts. Not de- 
parting too far from the present practice, 
and for lack of better descriptive terms, 
these five equal parts may be indicated as 
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follows: 


Accounting —Principles 
Accounting II —Problems 
Accounting I1I—Practice 

Accounting [V—Auditing 
Accounting V —Law 


Accounting I—Principles. This test 
should be limited generally to the areas 
outlined above numbered 1, 2, 3, and 4, 
The primary emphasis here should be to 
test for knowledge and understanding of 
generally accepted accounting principles, 
with secondary emphasis on skill and 
judgment. This part of the examination 
should consist of not less than 8 or 10 
problems and questions in order to pro- 
vide a fair “sample” of the areas covered. 
About 75 per cent of the test should con- 
sist of “problems” with the remainder 
made up of “essay” type questions. 

Accounting II—Problems. This test 
should be limited generally to the areas 
outlined above numbered 5, 6, 7, and 8. 
The primary emphasis here would be to 
test for knowledge and understanding of 
generally accepted accounting principles 
in these specialized areas, with secondary 
emphasis on skill and judgment. This part 
of the examination should consist of not 
less than 8 or 10 problems and questions 
to provide a fair “sample” of these areas. 
About 75 per cent or more of the test 
should consist of “problems” with the 
remainder made up of “essay” type ques- 
tions. 

Accounting III—Practice. This test 
should not be limited but may include any 
or all of the eight areas outlined above. 
The emphasis here would be to test for 
skill and judgment equally with knowledge 
and understanding. This part of the exami- 
nation should consist of not more than 2 
or 3 problems to be solved with one op- 
tional included. These problems should be 
long, involved, and complex in character 
requiring the application of accounting 
principles to practical situations and the 
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preparation of adequate working papers, 
analyses, reports, and the like. 

Accounting IV—Auditing. This test 
would be limited to auditing subject- 
matter, as outlined in area 9 above. The 
emphasis here would be to test for skill 
and judgment equally with knowledge and 
understanding. This part of the examina- 
tion should consist of not less than 8 or 
10 problems and questions, requiring the 
application of generally accepted auditing 
principles to practical stiuations, and the 
preparation of adequate working papers, 
analyses, reports, and the like. This test 
should be about evenly divided between 
“problems” and “essay” type questions. 

Accounting V—Law. This test would be 
limited to general principles of commercial 
law and the law affecting the practice of 
accountancy often encountered by the 
public accountant, as outlined in area 10. 
The emphasis here would be to test for 
knowledge and understanding of legal 
principles and their application to business 
situations with less emphasis on “‘border- 
line” cases, “exceptions” to the general 
rule, and “‘unusual”’ situations. 

It is understood of course, that each 
part of the examination on this level will 
involve knowledge and understanding as 
well as skill and judgment, since these 
characteristics cannot well be separated. 
It is believed, however, that the emphasis 
may be placed on different parts of the 
examination with desirable results. With 
this shift in emphasis, Parts I and II 
would tend perhaps to be more theoretical 
and less difficult, while Parts III and IV 
would tend to be more practical, more 
“professional” and more difficult. The 
over-all result would be a better balance 
between the “academic” training and the 
training resulting from experience in 
public accounting. 

One of the characteristics of a good ex- 
amination is that it be well balanced and 
properly weighted, covering all phases of 
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the subject with proper emphasis, not 
neglecting some important areas and un- 
duly emphasizing others. In preparing an 
examination, it is believed that certain 
subject-matter areas are important enough 
to be included on each examination with 
proper balance and reasonable weight. 
No accountant should be certified as a 
public accountant if he has not demon- 
strated a working knowledge of the fun- 
damental principles in each of the ten 
subject-matter areas outlined above. The 
practice of permitting a candidate to omit 
entirely all questions and problems cover- 
ing any one of the fundamental areas in the 
field of accountancy appears to be un- 
sound. This is not to say that he should be 
expected to demonstrate his ability as an 
“expert” or a “specialist” in each and every 
area. But he should know the fundamen- 
tals, and they should be covered on each 
examination in sufficient detail to test the 
candidate’s knowledge and understanding 
of the basic principles. 

A fair distribution of “weight” or value 
should be assigned to each of the parts 
of the total examination, depending some- 
what upon the amount of time devoted 
to each section and to the relative impor- 
tance of the subject-matter covered. A 
suggestion as to the time to be devoted to 
each part of the examination and the 
weight to be assigned to each part is given 
in Table 2. As indicated, each of the five 
parts would be given equal weight of 100 
points. This is in contrast to the present 
practice, which is given in Table 1. The 
time assigned to each part should be about 
3% hours, but giving the individual ex- 
aminer conducting the examination the 
right to extend this time 30 minutes if he 
so desires. This again is a change from the 
present practice as indicated in Table 1. 

A fundamental principle that must be 
observed in the preparation of a satisfac- 
tory examination is that the “sample” 
produced must be a fair cross section of the 
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TABLE 1. PRESENT PRACTICE 


Showing: Time Allowed; Weighted Value; Percentage 
of Problem and Essay Question 


Time Weight Problem Essay 


Subject 
Auditing. ... 34 100 00 100 
Theory of Accounts. . 34 100 00 100 


Practice—PartI 43 

Practice—Part IT 43 9 100 100 00 
Total Accounting... 16 300 100 200 

Commercial Law 34 100 00 100 


193 400 100 300 


material covered and must constitute a 
sample sufficiently large to measure the 
qualities possessed by the candidate in a 
fair and equitable manner. Since all ex- 
aminations by their nature must employ 
a sampling process to a greater or lesser 
degree, it is most important that the sam- 
pling process be in keeping with the broad 
scope of knowledge and practice of ac- 
countancy. The suggestions made above 
would provide some 30 to 40 major 
“points” in accounting for each examina- 
tion which is believed to be sufficient to 
meet this requirement of an adequate 
sample. 

In preparing an examination which 
measures the abilities of the candidate in 
a fair and equitable manner, the question 
should be raised as to whether the “essay” 
or the “problem” type of question better 
serves the purpose. It is generally held that 
the problem type of examination is supe- 
rior to the essay type in that it gives the 
candidate a better method of demonstrat- 
ing his accounting ability. The problem 
type also lends itself to more objective and 
less subjective methods of grading. For 
these reasons, it is believed that the larger 
part of the examination, ranging from 
about two-thirds to three-fourths, should 
consist of “problems” leaving from one- 
fourth to one-third of the examination for 
the essay type of question. Table 1 in- 
dicates that the essay type constitutes 
the larger part of the examination at the 
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present time. Table 2 indicates the pro. 
posed change which would result in a 3 to 
1 ratio for the accounting material favor- 
ing the problem type. Although these 
percentages are not to be construed too 
strictly, they do represent in general the 
changes which appear to be desirable. 

One of the most important, yet the 
least tangible problem confronting the 
examiner is to set a “‘standard”’ of achieve- 
ment which shall be considered as “pass- 
ing’’ or satisfactory. Experienced examiners 
know that the “standard” must be estab- 
lished with a reasonable degree of cer- 
tainty before the examination is prepared. 
In reality, the standard is set when the 
examiner decides on the subject-matter to 
be covered, the specific problems are set 
up, and certain information regarding their 
solution is given or withheld. The grading 
is simply the second phase of applying 
the standard of measurement. 

A practice of setting up a series of prob- 
lems and questions with little or no regard 
to a “pre-determined” standard produces 
unreliable results. An attempt is often made 
to correct such an error by grading “on 
the curve” or on a “relative” basis. Re- 
gardless of the merits advanced in support 
of such methods widely used in general 
education, this method is not acceptable 
for the accounting examinations. It is 
believed that the candidates for certifica- 
tion must show evidence of having a cer- 
tain minimum knowledge and under- 


TABLE 2. PROPOSED PRACTICE 


Accounting I— 


Principles......... 4 100 75 25 
Accounting II— 

i 4 100 75 25 
Accounting 

4 100 100 00 
Accounting I[V— 

4 100 50 50 


Total Accounting... 16 400 300 100 
Accounting V—Law.. 4 100 00 100 


stand 
= accou 
these 
mine 
solut 
amin 
As 
defini 
ticab 
is p 
stanc 
stanc 
may 
a gra 
ing a 
with 
“A 
grad 
need 
is ge 
grad 
year 
perie 
acco 
woul 
expe 
as a 
T 
rath 
but 
leve 
uati 
sitie: 
curr 
achi 
wit 
the 
tion 
fessi 
pec 
min 
ak, 300 200 ness 


pro- 
3 to 
vor- 
hese 
too 
the 


the 

the 
eve- 
ners 
itab- 

cer- 
red. 

the 
er to 
> set 
their 
ding 
ying 


rob- 
gard 
nade 

‘ ‘on 

Re- 
port 
neral 
table 
It is 
ifica- 

cer- 
1der- 


The CPA Examination 


standing of the subject-matter, and must 
possess a certain minimum amount of 
skill and judgment in the practice of 
accountancy. It is further believed that 
these standards can and must be deter- 
mined and applied objectively and “ab- 
solutely,” not “relatively” in these ex- 
aminations within reasonable limits. 

As far as possible, the standard should be 
definite, tangible, reasonable, and prac- 
ticable. The following suggested standard 
is presented for consideration: For a 
standard as to the knowledge and under- 
standing of subject-matter, the standard 
may be set at what is generally expected of 
a graduate of our better universities hav- 
ing a major in accounting and graduating 
with grades of “B” or better, where 
“A, B, C, and D” are considered as passing 
grades. As to the skill and judgment 
needed, the standard may be set at what 
is generally expected of the above college 
graduate who has had not less than one 
year of diversified public accounting ex- 
perience with a reputable certified public 
accountant. These two factors combined 
would constitute the minimum standard 
expected of the candidate for certification 
as a public accountant. 

These “‘standards” may appear to be 
rather intangible and indefinite at present, 
but it is believed that a fairly definite 
level of achievement is required for grad- 
uation in accounting in our better univer- 
sities. What should constitute a proper 
curriculum in public accounting and what 
achievement should be set for graduation 
with “honors” might well be developed in 
the interest of a more effective examina- 
tion for entrance into the accountancy pro- 
fession. As to the skill and judgment ex- 
pected, this standard might well be deter- 
mined with the cooperation of some of the 
leading practicing accountants. It should 
not be too difficult to determine with a 
reasonable degree of accuracy and fair- 
ness what skills are required and what 
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judgments are exercised by the accountant 
at this and later stages of his professional 
career. A good beginning has been made in 
the establishment of such standards by the 
Institute in the publication of such books 
as “Duties of the Junior Accountant,” 
“Duties of the Senior Accountant,” and 
others. Following a reasonable amount of 
research on the subject, these revised 
texts may very well become an acceptable 
standard of the skill and judgment ex- 
pected of the accountant. 

The form and manner in which the ex- 
amination is prepared and presented is 
important. The questions and problems 
should be stated in clear, direct language. 
Ambiguities should be avoided and the 
problems and questions should be subject 
to as few interpretations as possible. The 
premises upon which the problems are 
based and the requirements expected in the 
solutions should be set forth definitely 
and clearly. The problems should be free 
from mechanical errors, arranged in suit- 
able form, and straight copy work should 
be kept at a minimum. The problems should 
be realistic and lend themselves to easy 
division when several points are included 
in one problem. Unnecessary arithmetical 
computations and processes which have 
no bearing on the candidate’s knowledge 
of accounting should be avoided. The 
“true-false” type of question should be 
used sparingly or eliminated altogether. 
Since speed in solving problems is not a 
major qualification of the candidate, the 
time limit set for the examinations should 
be flexible within limits of some 30 min- 
utes, this to be left to the judgment of the 
examiner in charge of the examinations 
“on the job.” As stated above, the larger 
part of the examination should consist of 
“problems” rather than the “essay” type 
of test. Finally, each question and prob- 
lem on the examination should be consist- 
ent with all other questions and problems 
on the examination. 
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INCOME: A MEASUREMENT OF 
CURRENTLY ADDED PURCHAS.- 
ING POWER THROUGH 
OPERATIONS 


DONALD L. RAUN 
Assistant Professor, State College of Washington 


SSUME THAT we desire to measure the 
A growth of a boy, Johnny. First, it 
becomes important for us to under- 
stand the objective of the measurement 
to determine the most appropriate meas- 
uring unit to be employed. Are we meas- 
uring Johnny to determine his increase 
in height or weight, or to determine his 
clothing size, or are we measuring his 
intellectual growth? It is evident that dif- 
ferent measuring units may be utilized 
for different purposes. 

Thus it would seem apparent that the 
first step is to determine the objective; 
for what purpose are we making the meas- 
urement? Secondly, it is necessary to 
determine the most appropriate method 
of measurement to facilitate this purpose. 

Let us now assume that the objective of 
the measurement of Johnny is to determine 
to what extent he has increased in height 
from his 10th to his 11th birthday, and fur- 
ther, that we wish to communicate this 
information to his grandparents. What 
then are the criteria for an appropriate 
method of measurement? What methods 
of measurement are available? 

Any method of measurement would 
ordinarily involve a comparison of 
Johnny’s height with the height of some- 
thing else. So let us assume that on 
Johnny’s 10th birthday we made a com- 
parison of his height with a small tree 
growing in the yard, and found that he was 
twice as tall as the small tree. On his 11th 
birthday we discover that he is only 14 


times the height of the same small tree, 
Does this mean that Johnny has shrunk? 
Of course not, but it does mean that we 
have to do one of two things to prevent 
misleading measurements: (1) use a meas- 
uring stick which has invariant char- 
acteristics; (2) or if we use a measuring 
stick which has variant characteristics, it 
is necessary that we take into considera- 
tion the change in the measuring stick. 
Otherwise we provide a very vague or mis- 
leading measurement. 

It we wish to communicate the results 
of our measurement to others, it is neces- 
sary that we employ terms or measuring 
units which are universally known. Then 
the comunication line is clear. 

Accounting uses a universally known 
measuring stick, the dollar. Yet the com- 
mon dollar is not an invariant measuring 
unit. Dollars in 1950 do not measure the 
same purchasing power as did 1940 dollars. 
As stated by Paton and Littleion, “The 
assumption that recorded dollar cost con- 
tinues to represent actual cost permeates 
accounting thought and practice, as it 
does law. Accounting, in other words, 
assumes a stable measuring unit. In periods 
of major price movements this assumption 
is clearly invalid for certain purposes, as 
has been pointed out by various writers 
in recent years. Undoubtedly interpretive 
accounting faces a challenge at this point.” 


1 W. A. Paton, and A. C. Littleton, Am Introduction 
to Corporate Accounting Standards (Chicago: America | 


Accounting Association, 1940), p. 23. 
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Measurement of Purchasing Power 


Possibly the objective of accounting 
measurement is different from the objec- 
tive of the measurement of Johnny’s 
growth. 


THE OBJECTIVE OF INCOME MEASURE- 
MENT 


It is helpful, if not vitally important, to 
define the purposes or objectives which one 
is trying to accomplish before he under- 
takes any analysis of a problem. One of 
the objectives of accounting would seem to 
be income measurement for the purpose 
of determining the efficiency of operations 
during an artificial period of time. In 
other words, an attempt is made to pre- 
sent the effects of the judgments of the 
management of a particular entity, there- 
by providing an evaluation measurement 
for management, creditors, and investors, 
as well as potential investors. It attempts 
to provide a measurement of the growth 
or progress of the entity through the com- 
bination of factors employed by the man- 
agement of the entity. It has been stated 
that, “Accounting exists primarily as a 
means of computing a residue, a balance, 
the difference between costs (as efforts) 
and revenues (as accomplishments) for 
individual enterprises. This difference re- 
flects managerial effectiveness and is of 
particular significance to those who fur- 
nish the capital and take the ultimate re- 
sponsibility.”” Thus the objective is not 
very different from that of measuring 
Johnny’s growth. 

Management and accountants should 
remember that their primary responsibil- 
ity is still to the investors, those who seem 
to be the forgotten men. The absentee 
investor, unlike the owner-operator, has 
ho opportunity to combine reported infor- 
mation with first hand knowledge of the 
conditions and activities of the business. 
Management and accountants have the 


* Ibid., p. 16. 
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responsibility to provide information~tg__ 
aid the stockholder in wise decisions. The ~ 
stockholder requires information to aid 
him in decisions to hold, sell or buy more 
stock, in other words, information con- 
cerning the comparative merits of his 
stock and alternative investment oppor- 
tunities. 

Paton and Littleton believe that with 
acquisition and disposition prices measur- 
ing both the efforts to produce results and 
the results produced, the major responsi- 
bility of accounting is the periodic match- 
ing of costs and revenues as a test-reading 
by which to gauge the effect of the efforts 
expended.? Accounting must be based on 
an intelligible formula of measurement as 
a starting point and must provide a dis- 
closure of all material facts in a form 
which aids understanding by the various 
parties concerned. 


THE ACCOUNTANT’S MEASURING STICK 


There is little doubt that the accountant 
believes he is meeting these responsibilities 
with reasonable satisfaction. He measures 
income by matching costs and revenues. 
His measuring unit is the common dollar 
which is universally known. But account- 
ing practitioners do not seem to realize 
that they are measuring Johnny with a 
variant measuring stick and then failing 
to make the necessary conversion, nor 
are they providing adequate information 
so that anyone else can make the conver- 
sion. They seem perfectly willing to meas- 
ure Johnny’s growth against the growing 
tree with no indication that the tree itself 
has grown. They are willing to allow others 
to be misled into believing that Johnny 
has shrunk even though the misleading 
results may be fatal to decision making. 

Let us assume that a 1939 dollar repre- 
sented an exchange value of five dozen 
oranges, and that a 1950 dollar repre- 


Ibid., p. 7. 
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sented an exchange value of three dozen 
oranges. In effect the accountant is stating 
that one dollar of revenue in 1950 is 
equal to one dollar of cost in 1939, or that 
three dozen oranges equals five dozen 
oranges, or that if you receive four dozen 
oranges in 1950 for five dozen oranges 
paid for in 1939 that you have gained, or 
had income of one dozen oranges. It 
would seem a little more realistic to say 
that you had lost one dozen oranges, but 
not so according to the accountant’s logic. 
The accountant does recognize that when 
a stock dividend is issued from which 
there is no change of proportionate inter- 
ests that no income is received. But when 
two dollars represent the same purchasing 
power, or interest, as one dollar invested 
previously the accountant claims one 
dollar income. 

Prominent leaders in the field of ac- 
counting have said that, “Under normal 
conditions cost incurred may be assumed 
to represent the market value of the fac- 
tors involved at the date of acquisition; 
at the outset, in other words, cost and 
value are substantially identical in the 
typical case. With the passing of time, 
however, the value of the particular pro- 
ductive factor—as reflected in the current 
cost or market price of like units—is 
subject to change in either direction, and 
when a change occurs it becomes clear 
that the actual cost of the unit still in 
service or still attaching to operating 
activity is not fully acceptable as a meas- 
ure of immediate economic significance. 

The point is most important in the case 
of factors having a relatively long career 
in the enterprise. For those goods or 
services which are highly transient in 
character and require assignment of 
revenue on the heels of acquisition, there 
is no opportunity for a marked divergence 
to develop between cost incurred and 
value. On the other hand the stay of plant 
assets in the enterprise is of such length 
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that wide movements in acquisition or 
construction costs often take place during 
the life of a particular unit.’ 

H. W. Sweeney concluded over 15 
years ago that accounting is mathe- 
matically unsound because assets are 
valued on dollars of different purchasing 
value.® Presumably the accountant is con- 
tent with the following subtraction and 
resultant: 


16 apples—5 oranges—5 apricots=6 apples 


The answer is not six apples but six fruit 
which has only a vague meaning and can 
be disastrous when stated as six apples. 
Elementary arithmetic does not permit 
addition and subtraction of unlike quanti- 
ties until a conversion to a common basis 
has been made. Yet accounting does not 
require any such conversion. One might 
be led to believe that accounting is content 
with simply adding and subtracting num- 
bers which have little meaning, except 
during long periods of stable dollar values 
which seldom occurs. 


THE RESULTS 


Paton has stated that, ‘Particularly in 
the case of plant, back costs no longer 
represent ‘actual’ significant costs, and 
as a result reported corporate earnings in 
recent years are materially overstated and 
earnings rates are grossly distorted.’” 

He further explains that recorded cost 
does not continue to represent the original 
economic quantum when a change has 
taken place in the significance of the 
measuring unit itself. Cost is not a mere 
figure. It is an economic measure, a value. 
Cost is an amount of economic sacrifice 
incurred or economic force expended or 
committed. At the time the cost is in- 


4 Ibid., pp. 122-3. 

5 H. W. Sweeney, Stabilized Accounting (New York: 
Harper and Brothers, 1936), pp. 7-15. 

6 William A. Paton, “Measuring Profits under It- 
flationary Conditions: A Serious Problem for Account- 
ants,” Journal of Accountancy, January, 1950, p. 16. 
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curred, the figure recorded in the accounts 
is valid; with the change in the value of 
money it becomes invalid as an expression 
of economic force.’ 

Graham has given an indication of the 
gross error. He states that, “An analysis 
of the reported corporate income for 1947 
indicated the urgency of this problem. The 
total net income of all corporations in the 
United States was reported to be about 
$17.5 billion after taxes. Of this amount, 
however, at least $7 billion was price 
profit, an estimated $5 billion in invento- 
ries, and approximately $2 billion arising 
from the conversion of low cost fixed 
assets by the way of depreciation based on 
original costs in a period of substantially 
higher costs. Thus the total corporate 
profit in 1947 after recovery of physical 
capital consumed—after provision for its 
replacement at current cost—was not 
$17.5 billion but only about $10.5 billion. 
Only this amount was available for pay- 
ment of dividends, expansion of physical 
capital, and retirement of debt.’’® 

He explains that total corporate profit 
in 1947 amounted to less than 5% of the 
present value of total corporate net worth, 
rather than 10% of net worth as indicated 
by conventional accounting. 

He had previously stated that “Income, 
as ordinarily computed and _ reported, 
arises primarily from two related but to 
some extent independent sources. First, 
there is the margin between selling price 
and current cost of acquisition and selling 
—the cost at the time of the sale. This I 
shall call ‘management profit.’ It has been 
defined as income after the ‘recovery’ of 
physical capital—the provision for re- 
placement at current costs, of the equiva- 
lent of the physical capital consumed in 
earning the revenue. Second, there is the 


Ibid., pp. 16-17. 
* Willard J. Graham, “The Effect of Changing Price 
Levels upon the Determination, Reporting and Inter- 


pretation of Income,” ACCOUNTING REVIEW, January, 
1949, p. 17. 
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so-called ‘gain’ or ‘loss’ arising from the 
change in price between the time of 
acquisition and consumption. This has 
been called ‘price profit’ or ‘market loss.’ 
Actually when such price profit is due 
primarily to changes in general price 
levels, it is not profit at all, but merely a 
restatement of capital in terms of different 
monetary units. Only when there has been 
a specific price change of greater or less 
magnitude than the change in general 
prices can price profit be said to exist.’’ 

Some have gone so far as to say that 
this misrepresentation by accountants 
tends to accentuate the peaks and depres- 
sions of the business cycle due to the 
overstatement of profits during inflation 
and understatement during deflation. If 
corporations are overstating their profits 
appreciably, as Graham maintains, there 
is little doubt that in many cases capital 
is being paid out in dividends and in- 
justices are occurring tax wise to the 
individual stockholders as well as to the 
corporation.’® Many investors, creditors 
and even managements are probably being 
misled in their decisions. Of course we can 
rationalize and say that management can 
be on the alert and can be sensitive to 
economic changes even though our figures 
do not furnish a basis for sensitivity and 
alertness. Surely we do not want to admit 
that accounting data are inadequate or of 
no importance in the managerial area. 

Could accounting meet more adequately 
the proper needs of the various parties 
concerned if in the process of separating 
the charges to revenue from unexpired 
balances, the estimated inflationary, or de- 
flationary, elements of money were ad- 
justed by the use of index numbers to ob- 
tain costs on a stable purchasing power 
basis? 


9 Ibid., p. 16. 

10 See Ralph C. Jones, “Effect of Inflation on Capital 
and Profits,’ Journal of Accountancy, January, 1949, 
pp. 9-27. 
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THE CONVERSION 


According to Moonitz, ‘“The fundamen- 
tal objection to the use of index numbers 
as a means of adjusting the accounts is 
that they are based on a purchasing- 
power approach. This approach may be 
the result of a confusion between two 
functions of money, its use as a medium of 
exchange (purchasing-power) on the one 
hand, and its use as a common denomi- 
nator or standard of value on the other.’”™ 

He also states, “The fixed assets do not 
represent a pool of purchasing power 
available currently to the organization or 
its owners,” 

Apparently the problem revolves around 
the meaning and interpretation of the 
term “net income.” Surely net income 
does not simply mean the increase in the 
number of dollars added. If so, then an 
individual who bought a plot of land for 
$10,000 in 1939 and sells it for $20,000 in 
1951 and then immediately turns around 
and buys an identical_plot of land for 
$20,000 has made a net profit of $10,000, 
even though he is no better off economi- 
cally. In other words, we would be meas- 
uring nothing of any economic significance, 
but simply adding and subtracting figures 
with no intelligent purpose or meaning. 

There are three functions of money: 
(1) a standard of value, (2) a medium of 
exchange, and (3) a storage of value. A 
standard of value may be defined as a 
basis of comparison of the usefulness or 
importance of a thing as measured by the 
amount of other things for which it can 
be exchanged." If we are using money as a 
standard of value it seems necessary that 
we compare the current usefulness or 
importance of the separate sacrifices, or 
costs, that we are giving up with the 


‘Maurice Moonitz, “Adaptations to Price-Level 
Changes,”’ ACCOUNTING REvieEw, April, 1948, p. 139. 

2 Ibid. 

‘8 See the American College Dictionary (Harper and 
Brothers). 


current usefulness or importance of the 
thing we are receiving, revenue, to deter- 
mine if there is any utility gained. It does 
not seem reasonable to compare a meas- 
urement of 1939 usefulness or importance 
of sacrifices with a 1950 measurement of 
usefulness or importance of the thing we 
are receiving when the sacrifices were 
actually made in 1950, not in 1939. 

It is true that fixed assets do not repre- 
sent a pool of purchasing power available 
currently to the management, but it also 
seems true that the net income does, or 
did, represent a pool of purchasing power 
available to the management, or to its 
owners if dividends are paid. For net 
income to represent an added pool of 
current purchasing power available to 
management, sacrifices as well as revenues 
must be compared on a current basis. 

“The true meaning of a term is to be 
found by observing what a man does with 
it, not what he says about it.’"* Income is 
commonly thought of as a source of funds 
available for expansion, or a measurement 
of funds available for dividends, which 
represents in either case an increase in 
potential current purchasing power of the 
enterprise or its owners. Some believe the 
income measurement to represent the 
result of operations for the current period 
of accounting. Possibly more commonly 
the income measurement is mentally 
adjusted and regarded as only a vague 
measure of additional funds which should 
be available to purchase, in excess of 
previous assets, additional assets and 
services at current prices, or to reduce 
current liabilities, or to pay dividends, or 
any combination of these. 

Possibly, if the net income figure repre- 
sented a measure of the gain in pur- 
chasing power of the enterprise through 
operations, it would be more meaningful 
to management, as well as other interested 


. Percy Bridgman, The Logic of Modern Physics, 
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groups. At least at present it would seem 
that a mental adjustment to a purchasing 
power basis should be made before con- 
ventional net income becomes meaningful. 
It is doubtful if such a mental adjustment 
can be made satisfactorily by manage- 
ment or, especially, by other interested 
parties. 

To provide a measurement of current 
added purchasing power in current dollars 
it is necessary to convert cost in past 
dollars to current purchasing power dollars 
before comparing them with revenue 
which is measured in current dollars. In 
other words, current added purchasing 
power is the difference between revenues, 
in current purchasing power dollars, and 
costs, or sacrifices, measured in current 
purchasing power dollars. 

It is interesting to note Paton’s observa- 
tion that, ‘Index numbers are designed 
to reflect the change in the general level 
of the monetary unit itself. This approach 
has a special appeal in that it is funda- 
mentally consistent with the strict cost 
basis of accounting.’“* The conversion 
does not involve a conversion of, or from, 
the cost basis but a conversion of the 
monetary unit, thus simply recognizing 
the change in the monetary unit which has 
actually occurred. 

Graham emphasizes that, “Even in 
periods of stable prices the use of original 
costs is justified only by the fact that the 
results are substantially the same as those 
that would be secured by the use of cur- 
rent costs.’’” 


A TENTATIVE SOLUTION 


The education of the accounting pro- 
fession to this interpretation of income is 
not an overnight affair. Even though the 
Committee on Concepts and Standards 
Underlying Corporate Financial State- 


* Paton, op. cit., p. 22. 
* Graham, op. cit., p. 16. 


ments of the American Accounting Associ- 
ation is currently recommending the cur- 
rent cost approach there will be some time 
lag before it is generally accepted.” 
Detailed methods and procedures will 
have to be investigated and evaluated. 
Principles of conversion will have to be 
established. A practical uniform method 
of conversion will have to be generally 
adopted. What can be done in the mean- 
time? 

At this time two steps should be 
taken. First, no statement should be pre- 
pared without an explanation which em- 
phasizes the short-comings and the mis- 
leading aspects of income as now deter- 
mined. Second, an attempt should be made 
to provide sufficient information along 
with the statements so that interested 
parties may make the necessary conver- 
sion as they deem appropriate. The mini- 
mum of additional information required 
would be as follows: 

1. At least approximate information as 
to the purchases for each year of long 
term assets presently utilized from the 
purchase date of the oldest asset still in 
use. 

2. The respective provision for depreci- 
ation and amortization applicable to each 
year’s purchases from the date of purchase 
to the present. 

3. The depreciation deferred to current 
inventories. 

4. The method or methods of depreci- 
ation employed. 

5. The average length of the production 
cycle, or the inventory turnover. 

6. The long term liabilities classified by 
years of origin, as well as the settlement, 
or partial. settlement, of liabilities by 
years of payment. 

Much of this information is easily 

17 See Committee on Concepts and Standards Under- 
lying Corporate Financial Statements, American Ac- 
counting Association, “‘Price Level Changes and Finan- 


cial Statements,” ACcoUNTING REvIEw, October, 1951, 
pp. 468-474. 
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obtainable, or is currently being used by 
management. Some may require a minor 
revision of the present record system to 
provide the information readily. One of 
the objections often made to the reflection 
of changes in the purchasing power of the 
dollar by accountants is that management 
makes a rough mental adjustment in this 
respect. This is hardly a satisfactory ob- 
jection but rather a rationalization of the 
responsibility to provide maximum aid to 
managerial decisions, as well as the deci- 
sions of other interested parties who do 
not have the advantage of first hand 
knowledge. Surely the least the accounting 
profession can do is furnish the informa- 
tion so that conversion can be made 
even though the profession as a whole 
may not at present fully recognize its 
significance. The problem is urgent and 
can not wait until the virtues of convention 
are overcome. Surely accounts should 
provide first aid until the doctor arrives. 


CONCLUSION 


The ultimate solution to a meaningful 
measurement of income would seem to be 
a conversion to a current purchasing 
power basis. Conventional statements as 
well as statements on a current purchasing 
power basis should be provided in such a 
manner that they clearly reflect the 
effect of the conversion. The accountant 
uses money only because it is a convenient 


common denominator by which diverse 
objects and services are expressed homo- 
geneously and because it is the common 
mode of expressing bargained exchanges, 
But the variant element of money must 
eventually be converted into an invariant 
measurement to satisfy the objectives of 
income measurement. The variant ele- 
ment of money can be measured by index 
numbers which can, and should be, used 
in the converting process. If accounting 
takes a step in this direction possibly a 
more suitable general index than is now 
available will be developed. The United 
States Department of Commerce, Office of 
Business Economics, is currently develop- 
ing a Gross National Product index which 
may be the best general index available to 
eliminate general price changes.’*® As the 
quotation by Paton indicated this con- 
version does not violate the cost principle. 
Conversion by specially developed index 
numbers is the ultimate solution providing 
they are specially designed to reflect the 
growth or shrinkage of the monetary unit 
in terms of purchasing power. The devel- 
opment of suitable index numbers will not 
be a simple matter but without the conver- 
sion net income is invalid, meaningless, 
and misleading. 


18 See National Income, a Supplement to the Survey 
of Current Business, 1951 edition, United States De- 
partment of Commerce, Office of Business Economics, 
(U. S. Govt. Printing Office, Washington), pp. 141-146. 
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THE RABY CORPORATIONS 


WILLIAM L. RABY 
Swenson & Raby 


COMMISSIONER OF INTERNAL REVENUE v. EDGAR LEAR, LEAR ENTER- 
PRISES, LEAR ENTERPRISES, INC., LEAR ENTERPRISES, LTD., LEAR 
CORPORATION, LEAR COMPANY, LEAR INCORPORATED, LEAR, INC., 

LEAR CO., INC., ET AL. 
(U. S. Supreme Court, No. 1005, Nov. 31, 1956) 


Court of Appeal, Fourth Appellate 
District of California. 

Mr. Chief Justice Pollard delivered the 
opinion of the Court: 

The questions we have here are: 

1. Whether a corporate entity can be 
ignored, even though the corporation is 
actually engaging in business; 

2. Whether a corporation, with no other 
stockholders than another corporation, 
the stock of which corporation in turn is 
owned by a corporation, and so on, 
ad infinitum, can be a personal holding 
company; 

3. Whether a corporation, with no other 
stockholder than another corporation, can 
be liable to a section 102 I.R.C. penalty 
for unreasonable accumulation of surplus. 

Prior to December 31, 1951, respondent 
Edgar Lear was controlling stockholder of 
each and all of the respondent corpora- 
tions. As of that date, acting in accordance 
with a financial plan designed by one 
Raby, a CPA, each of the corporations 
acquired stock in one or more other of the 
corporations, in such manner and to such 
efiect that if the group of corporations 
were consolidated, no capital stock would 
be outstanding. The undisputed objective 
of the plan was to lessen the taxes of 
Edgar Lear—both the income tax and the 
estate tax—while keeping in the hands of 
Edgar Lear and his family the actual 
control of all of the respondent corpora- 
tions, 

The corporations thereafter paid out no 


O' writ of Certiorari to the District 


dividends. In many cases, they engaged in 
activities which would bring them under 
section 501 I.R.C. if the previous stock 
ownership had continued. 

The Commissioner first contends that 
the corporate entities here involved should 
be ignored, and the entire income of the 
group taxed to Edgar Lear. It is not 
contended that the corporations were not 
bona fide prior to the stock transfers of 
December 31, 1951. Certainly, transfers 
of the stock of a previously bona fide 
corporation, can in themselves have no 
effect on the validity for tax purposes of 
the corporate entity. Moline Properties, 
Inc. v. Commissioner (1943) 319 U.S. 436. 

The Commissioner contends that twelve 
of the respondent corporations were per- 
sonal holding companies. Specifically, Lear 
Enterprises, Ltd., had income from divi- 
dends and interest only. Its stock was 
entirely owned by Lear, Inc. Lear, Inc. 
was entirely owned by Lear Enterprises 
Ltd. 

Section 3797 of the I.R.C. defines 
“person” as meaning and including an 
individual, a trust, estate, or partnership, 
a company or a corporation. From this 
definition, and from the use of the word 
elsewhere in the Code, it seems that 
individual and corporation are mutually 
excludible concepts. Since section 501 uses 
the word “individual” in setting forth the 
stock ownership requirements of a per- 
sonal holding company, it seems evident 
that the ownership by Lear, Inc. of the 
stock of Lear Enterprises, Ltd., would not 
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constitute the requisite ownership. 

Finally, the Commissioner contends 
that the penalty provided by section 102 
I.R.C. should be applied to the undis- 
tributed earnings of the various corpora- 
tions. 

Where distribution of a dividend would 
result in no additional surtax for the 
recipient corporation, we cannot agree 
that section 102 applies. Where the cor- 
porate stockholders are subject to surtax, 
we are forced to disagree with the Tax 
Court and the Court of Appeals. The law 
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provides a penalty surtax for corporations 
improperly accumulating earnings for the 
purpose of preventing imposition of surtax 
on their stockholders. We feel that the 
law here applies as fully to a corporate 
stockholder as to an individual. As to this 
issue, then, as it relates to corporations 
whose corporate stockholders are subject 
to surtax, the judgment of the Tax Court 
and of the Court of Appeals is reversed. 
On the other issues, as previously indi- 
cated, it is affirmed. 
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THE IMPACT OF RELATIVISM ON 
ACCOUNTING 


KONRAD ENGELMANN 
Accounting Director, National Board, YMCA 


persons, at all places, and for all 

times at once.”—This statement 
by Professor William Morse Cole,’ 
although made several years ago, can 
still be used as a motto for the con- 
tinued discussion of certain accounting 
problems. 

The tenor of this discussion seems to 
demonstrate that the accounting profes- 
sion is involved in more than technical 
changes confined to a refinement of 
methods and the adaptation to larger and 
more complicated economic units; it marks 
rather the reaction of the profession to the 
forthcoming recognition that accounting 
has outgrown its formerly historical func- 
tion of recording “given data” only,— 
that its closeness to business administra- 
tion involves it in the responsibilities of 
management with respect to the national 
economy, since most economic operations 
are transacted by business enterprises,— 
that, in other words, the accounting pro- 
fession performs not merely a clerical 
service, but also an important social 
function. These and similar recognitions of 
our days, together with the necessity to 
keep in line with ever changing conditions, 
must be accepted by the accounting pro- 
fession as its share in the “permanent 
revolution” with which we are confronted. 

There must be, however, immediate 
answers to many questions. Business goes 
on as usual; wages, taxes, dividends are 
to be paid, financial statements to be 
presented to management, stockholders, 


A eran, cannot be carried on for all 


1Quoted from “Application of generally accepted 
Accounting Principles on Cost Accounting,” Donald M. 
Russell, NACA Bulletin, Section I, August 15, 1948. 


tax and other authorities. What can be 
done to overcome difficulties, which may 
last for generations ahead, if not forever? 


THE BUSINESS ENTITY CONCEPT 


The answer to this question is insinu- 
ated in Russell’s comment on Professor 
Cole’s statement quoted in the opening 
sentence of this paper. Mr. Russell con- 
cludes that the Cole statement “involves 
the business entity concept and the going 
concern concept.” 

It seems to this writer that these two 
concepts offer indeed a solution to many 
of the actual problems, if they are thor- 
oughly pondered and logically applied. 

To make this clear we should translate 
Professor Cole’s statement of what ac- 
counting cannot achieve into a more posi- 
tive pattern of actual requirements. The 
accountant is almost constantly confronted 
with certain alternatives. Recording “his- 
torical data” is only one side of his duties. 
In the evaluation of such data and the 
application to concluding statements lie 
the main difficulties. This is often not a 
matter of methods and procedures, but of 
principles based on clear lines of judgment. 

Evaluations and judgments can be 
derived from fixed standpoints only. In 
order to gain these, a line has to be drawn 
between primary interests of the enter- 
prise as an economic unit, and secondary, 
often conflicting interests of the various 
types of participants in a given business. 

Trying to combine all these interests 
leads to what was named in the heading 
to this article—relativism. It results in 
endless conflicts, disputations, adjust- 
ments, and readjustments, if a basis can- 
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not be found which makes decisions 
possible. Such a basis is formed by the 
entity and going concern concepts which, 
as a matter of fact, represent two sides of 
the same idea, i.e., the theory that each 
enterprise, regardless of its legal form and 
size, represents an economic unit as part 
of the national economy—that it is in 
essence a social body of its own, directed 
by specific aims and means, and generally 
supposed to carry on its operations per- 
petually. 

Capital as well as labor are tools of the 
economic purpose. Company acts, govern- 
mental regulations, union rules, form the 
conditions under which the work is to be 
done, not different in principle from other 
contractual obligations such as supply, 
delivery, credit, and similar agreements. 

Tools, regulations, agreements—as im- 
portant as they may be—are subordinated 
to the inherent laws of the enterprise as 
an economic unit. These laws are to be 
derived from the recognition of the eco- 
nomic unit aS a permanent organism, 
formed and designed to fulfill specific pur- 
poses with given means. 


THE PURPOSE OF BUSINESS ENTERPRISES 


It is often said that the primary purpose 
of a business enterprise is to make profits. 
In a recently published article in “The 
New York Certified Public Accountant” 
(August 1951), Max Wasser points out 
that ‘the fundamental purpose of a com- 
mercial enterprise is to create a profit for 
its investors.” This and similar statements 
are oversimplifications of the rather com- 
plex problem of what is actually the basic 
purpose of a business enterprise. 

If the main purpose of business enter- 
prises were indeed the creation of profits 
to the investors, every dollar not necessary 
to cover expenses should be accounted for 
as profit and paid out to the investors. It is 
well known that this is not done, that an 
integral part of good management is 
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represented by the so-called reserve poli- 
cies, and that such policies are sometimes 
not too far from the principle to account 
for as little profit as possible in striking 
contrast to the alleged ‘fundamental 
purpose” as above. 

This is often explained as being done in 
the long-run interest of the investors, 
because their interests are best served if 
the internal sources of the enterprise are 
strengthened. This argument, however, 
would apply to long-term investors only, 
not to the large number of fluctuating 
shareholders who, in many cases, repre- 
sent the majority of investors in the capital 
stock of large corporations. There remains, 
at least, a short-term conflict of which 
many meetings of shareholders give rather 
drastic evidence. The conflict may be 
characterised by the alternative: profit 
for the investors vs. reinvested profit, 
i.e., profit for the enterprise itself. 

It may and probably will be objected 
that the foregoing does not involve ac- 
counting problems, that the accountants’ 
objectives are limited by a “fair presenta- 
tion” of the profit as it results from the 
books for management, and that it is 
definitely a management problem to 
decide upon distributing or reinvesting 
profits. 


THE ACCOUNTANT’S ROLE 


This argument omits the background of 
detailed information which management 
needs for its decisions, and which the 
accountant only can provide. Reserve 
policies depend to a large degree on the 
accountant’s financial and economic judg- 
ment. Management may adjust or even 
reject these judgments, or substitute a 
reserve policy based on external aspects of 
problems more primarily involved, but it 
can never come to a conclusion without the 
accountant’s preceding analysis of the 
internal reserve requirements. 

If such analysis is not based on a sound 
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foundation such as offered by the business 
entity concept, the results must become 
more or less unsatisfactory compromises, 
the typical products of relativism. 


Plant Accounting as an Example 


The well-known problem of whether or 
not certain plant and equipment cost 
during a given period shall be capitalized 
may fairly illustrate some of the dilemmas 
involved. The most common considera- 
tions in this connection are: 


Did the cost add new tangible assets to 
the plant, or did it at least increase 
the value of existing assets? 

Are the effects of the new investments 
(i.e., larger repairs, remodeling cost, 
reconstructions, etc.) expected to 
last over longer periods during which 
similar cost will not occur? 


These are the basic questions; at the same 
time the following points of view must be 
considered : 

Is capitalization required by tax regula- 
tions? 

Is capitalization desirable or necessary, 
because current years income is not 
expected to cover the extraordinary 
expenditure? 

Would the higher depreciation cost 
which results from capitalization be 
absorbable in the income of ensuing 
years? 

Would an increase of capital assets, 
evidenced in the balance sheet, raise 
criticism from shareholders, banks, or 
others? 

Would an evidence of higher profits as a 
consequence of capitalization possibly 
result in claims for higher dividends, 
higher wages, or other similar aspira- 
tions? 

What is the liquidity aspect of the 
problem (higher taxes, dividends, 
wages, and other cash outlays, if net 
profit is not reduced)? 
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These and similar considerations are 
logical consequences of the complexity of 
business enterprises as social bodies em- 
bracing highly diversified interests. Every 
larger corporation, for instance, is not only 
a partnership of numerous shareholders, 
but workers and employees (including 


management), government (through 
taxes), banks, suppliers, and—last, not 
least—clients, all look at the corporation 
as an integral component of their own 
interests. 

The accountant, in weighing the pros 
and cons of procedures which may add to 
or deduct from the distributable surplus 
(in one or the other form) as he is bound 
to do when decisions are to be made upon 
cost connected with plant and equipment, 
cannot look for a solution which would 
give satisfaction to every group of “part- 
ners,’ because no such solution exists. 

The merits of a policy of strengthening 
the financial sources of the enterprise by 
absorbing as many costs as possible in 
current years income, and so saving 
dividends, taxes, possibly even wages, etc., 
may damage the outside relations, cause 
dissatisfaction among workers and em- 
ployees, or lead to other serious conse- 
quences. These may not be regarded as 
the accountant’s direct concern, although 
they often follow directly from his actions; 
but even in his own field, he may find 
different conflicting arguments as well; a 
more liberal policy of capitalizing at the 
end of one year may cause difficulties in 
another year, when, for unforeseen reasons, 
a reversal of the liberal treatment of cost 
seems to be desirable. He may thereby 
recognize the relativism of judgments with 
regard to the same interests under chang- 
ing conditions. What seems to be a wise 
policy in the interest of the enterprise 
itself under stringent conditions may be 
wrong in more profitable years. The ac- 
countant may also take into consideration 
that changing procedures often distort the 
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comparability of the outcome of different 
periods with respect to important data 
necessary for budgeting or calculating pur- 


poses, 


ORDER OF PRIORITIES 


No plain formula can be recommended 
to evade these dilemmas. The relatively 
clearest line of procedure is to be seen in 
policies which establish a certain order of 
priorities with regard to the most immedi- 
ate accounting purposes. First priority 
would be given to basic principles of 
accounting and compelling governmental 
regulations. Immediately thereafter would 
follow the care for strengthening the in- 
ternal sources of the enterprise, both with 
respect to the forseeable future and in the 
light of prevailing circumstances, 

One of the paramount points of view 
among these early considerations is the 
liquidity aspect. A disturbing factor of 
this is the seemingly paradox phenomenon 
of scarce money in good times and vice 
versa. Increasing demands lead to ex- 
pansion of production. Higher inventories, 
sometimes new construction are required, 
and as a consequence incoming money, 
even if considerably more than in less 
profitable times, has to be reinvested. A 
more general trend toward expansion also 
quickly reduces the otherwise available 
credit facilities, and business is then more 
than otherwise directed toward self-financ- 
ing methods. Self-financing methods are 
scarcely different from reserve policies, the 
last being the main medium of the first. 
By preparing the elements of reserve 
policy decisions, the accountant also 
clears the ground for self-financing. 


STATEMENT RESPONSIBILITIES 


These facts are important data to be 
taken into consideration before any con- 
clusion is reached by which final decisions 
of management may be prejudiced. It may 
be emphasized, in this connection, that the 
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accountant should never underestimate 
the effects of his statements and their 
resulting figures on management, even if 
such statements are presented with al] 
possible reservations as “alternative pro- 
posals” only. Figures easily gain a life of 
their own by merely being written down, 
It is sometimes hard for managers to 
disregard results of statements which 
look so much like “exact data,” and do not 
show all the cumbersome considerations 
and alternatives behind the figures, care- 
fully pondered by the accountant before 
he dares to present them. This purely 
psychological fact makes even the presen- 
tation of “preliminary” statements a very 
responsible accounting task. The account- 
ant should, therefore, not be too liberal 
with respect to the argument that final 
decisions are not his concern. It is almost 
impossible to load the whole impact of 
relativism on the shoulders of manage- 
ment. 


RELATIVISM IN MEASURING INCOME 


It may, finally, be pointed out that a 
special type of relativism is one of the 
“blessings” of our times. It has originated 
in recent years aS a consequence of mone- 
tary value fluctuations which hamper our 
economy to a larger extent than ever 
known before. This phenomenon is closely 
connected with the antithesis of internal 
vs. external profitability. It comprises a 
problem well-known to everybody who is 
familiar with the accounting literature of 
the last decade: the differentiation between 
financial and economic income. 

No doubt exists that the external 
profitability of an enterprise is to be 
measured by the monetary rate of divi- 
dends to the dollar capital invested. 
Profit, in this connection, is the “‘pecuni- 
ary gain resulting from the employment of 
capital in any transaction” (“The American 
College Dictionary,” 1949 edition). The 
concept of internal profitability of aD 
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enterprise which, under normal condi- 
tions, is preeminent, and the protection of 
which is one of the chief purposes of the 
accounting profession, is not as clear by 
any means. It involves all the arguments 
concerning a2 measurement by other than 
monetary yardsticks, which have filled the 
pages of so many books and articles pub- 
lished in recent years. 

The business entity and going concern 
concept does away with all doubts on the 
fundamental purpose of a business enter- 
prise and offers in itself a solution to the 
difficulties of relative judgments with 
regard to the internal, i.e., actual profit- 
ability. This is accomplished by the estab- 
lishment of a clear definition of the 
fundamental purpose of the respective 
unit through application of the business 
entity concept. 

As expressed in this writer’s article on 
“The Realization Basis of Determining 
Income,” “from the standpoint of business 
economics, no purpose of an enterprise 
other than to produce and/or distribute 
goods, or to render services, can be con- 
sidered a valid or primary objective.’” 
Accordingly, the internal profitability of 


* Journal of Accountancy, October, 1950. 
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an enterprise should be measured by 
comparison to foregoing periods, of quanti- 
ties and qualities of goods produced, or of 
services rendered, or of the capacity to 
produce. Returns which result in an in- 
crease of the quantity or an improvement 
of the quality of products and services, 
reflect internal profitability. If the returns 
are not adequate to carry on at least the 
same quantity and quality of work as 
done before, no actual profit has been 
realized, regardless of “net profit” to 
which book results, expressed in dollars, 
may amount. 

This point of view seems to offer the 
only way to avoid relativism in measuring 
business income. It is, admittedly, an 
“economic’”’ approach to solve an account- 
ing problem, and those who draw a line 
between economic and financial income, 
attributing the first to a concept which 
they believe to be irreconcilable with the 
accountant’s purely “financial” concern, 
are bound to disagree. In doing so, they 
deprive the accounting profession of the 
means to fulfill one of its most noteworthy 
duties: to provide management with in- 
formation based on judgments free from 
relativism. 
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THE RATE OF INTEREST IN INSTAL- 


MENT PAYMENT PLANS 


Hucu E. STELSON 
Associate Professor, Michigan State College 


HERE ARE three relatively simple 
methods in common use for deter- 
mining the rate of interest in instal- 
ment payment plans. These are known as 
the Constant Ratio, Series of Payments, 
and Interest at End methods. They have 
been developed from independent assump- 
tions, apparently without any thought 
that they might be approximations to 
the more complicated Compound Interest 
(Actuarial) method. In a paper! in the 
American Mathematical Monthly it is 
shown algebraically that the above meth- 
ods are approximations to the Compound 
Interest Method. 

The present paper makes a comparison 
of the different methods using the con- 
cepts of area, average time, and average 
debt. The following symbols are used: 


R=periodic payment, 

r=periodic rate, 

n=number of periodic payments (not 
counting the down payment), 

B=unpaid balance at the beginning of 
the credit period (cash price less 
the down payment, if any), 

!=total carrying charge? or cost of 
the loan, or 

I= Rn—B, 

h=the integral number of times R is 
contained in B, 

K=B—hR. 


The practical problem from the bor- 
rower’s or consumer’s point of view is the 


1“The Rate of Interest in Instalment Payment 
Plans,” Hugh E. Stelson, American Mathematical 
Monthly, April 1949. 

2 Some small loan companies maintain that it is 
unfair to consider the total carrying charge as interest. 


determination of r, given R, B, and 2, 
(Sometimes B, m, and the average monthly 
cost= R—(B/n) are given). 

Example: A loan of $100 can be repaid 
by six monthly payments of $18.46. Find 
the rate of interest. 


I. CONSTANT RATIO METHOD 


The constant ratio method* assumes 
that each instalment payment is made 
up partly of principal repayment and 
partly of interest repayment. The ratio 
of the two parts is constant for all pay- 
ments and is the ratio of the starting un- 
paid balance B, to the carrying charge I. 

Figure I shows the principal balances 
due throughout the payment period for 
the above example. This figure shows that 


a*100.00 Height of column shows 
principal balance 
for period 
° 50.00 
33.33 
« 


83.33 


66.67 


16.67 


*h 


| | | | | | | 
0 1 2 3 4 5 6 


Time (months) 
Fic. I.—Constant Ratio. 


the borrower has the use of $100 for one 
month, $83.33 for one month, $66.67 for 
one month, $50 for one month, 33.33 for 
one month, and $16.67 for one month. 
This is equivalent to having the use of 
$350 for one month. Since the total carry- 
ing charge is $10.76, if we substitute 
I=10.76, P=350, T=1 in the formula 
I=PrT we have 12r=36.9%. 

3 See One Hundred Problems in Consumer Credit, Pol- 


lak, Pamphlet No. 35, Pollak Foundation for Economic 
Research, Newton, Mass. 
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To generalize the example, the area of 
the columns in figure I is given by 


B 2B 
n n 


n 2 


This area gives the equivalent amount of 
money that the borrower has the use of 
for one period. The formula for the periodic 
rate is 
21 
(1) 
B(n+1) 

If the line ab is drawn in figure I, the 
area just obtained (columnwise) is equal 
to the area of a trapezoid. The magnitude 
of this area is given by 


1 B B B(n+1) 
2 +) | 2 


which is the result already found. 

This area is equivalent to a rectangle 
(a) whose altitude is B and whose base is 
(n+1)/2 (average time) or (b) whose base 
is m and whose altitude is B(m+1)/2n 
(average debt). For the example the aver- 
age time is 3.5 months and the average 
debt is $58.33. 

Formula (1) is developed under the 
assumption that there are m equal pay- 
ments, but a modified formula can be de- 
veloped for the case where all the pay- 
ments are equal except the last. The formu- 


la in this case is 


21(B+1) 
where z=the last instalment, in dollars. 
II. SERIES OF PAYMENTS METHOD 


The series of payments method assumes 
that the sum of the series of payments is 
the outstanding debt at the beginning of 
the instalment payment period. 
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Figure II shows the principal balances 
due throughout the payment period for 
the example. 


*a110.76 Height of column shows 
92.30 principal balance 
. 73.84 — for period 

55.38 
36.92 

| | | | | 

0 i 2 3 4 5 6 


Time (months) 
Fic. II.—Series of Payments. 


Considering the general case, the columns 
step down R each period instead of B/n 
as in figure I. The area in the columns for 
figure IT is 


Rn+ R(n—1)+R(n—2) --- 
Rn(n+1) 


2 


or the area of the equivalent trapezoid 
under the line a6 is 


1 R R Rn(n+1) 
2 2 2 2 


Hence the area in figure II is J[(#+-1)/2] 
greater than in figure I. For the example, 
the area in figure II is 387.66, the average 
time is 3.8766 months, the average debt 
is $64.61, and 12r= 33.3%. 

The general formula for the series of pay- 
ments method is 


2I 
(2) 
Rn(n+1) 


In case the last payment is irregular, the 
formula is 
2I 


- 
n(B+I+2) 
II. INTEREST AT END METHOD‘ 


The assumption in this method is that 
all payments should first be applied toward 


4 Also called the Residuary Method. 
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payment of the principal; then, after the 
principal has been paid, toward the pay- 
ment of the interest. For this method 
figure III shows the principal balances 
due for the example throughout the pay- 
ment period. 


a*100.00 Height of column shows 

81.54 principal balance 
63.08 for period 
44.62 
7 « “ 7.70 
“« « “« “ b* 

| | | | | 

0 1 2 3 q 5 6 


Time (months) 
Fic. III.—Interest at End. 


The area in the columns is given by 
B+(B—R)+(B—2R) +(B—AR) 
(h+1) 


= B(h-+1)—Rh— 


=3(6+K)(h+1) 


or the area may be computed as a trape- 
zoid with top side ad for all the columns 
except the last. 
1 R R 
A+K 


1 
(BT 


For the example the area is 323.10. The 
average time is 3.231 months and the aver- 
age debt is $53.85. 


IV. COMPARISON OF APPROXIMATE 
FORMULAS 


The magnitudes of the rates for the 
three approximate formulas may be com- 
pared by means of the areas of the trape- 
zoids in figures I, II, and III. The rate is 
inversely proportional to the area. 

The areas for the series of payments, 
constant ratio, and interest at end meth- 
ods are in order 
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Hence the rates are in the same order 


V. COMPOUND INTEREST (ACTUARIAL) 
METHOD 


The present value, B, of the » payments 
of R each is given by 


B=Rv+ Rv? + --- Ro 
where 
1 
v= 
1+r 
or B= Ra, where 
r 


The solution of this equation for r 
requires the solution of an equation of 
the mth degree. This solution is often 
approximated by means of interpolation 
in tables. It is our purpose however to 
compare the compound interest method 
with the above methods and to present a 
simple but more accurate approximate 
formula which can be used without knowl- 
edge of the theory of finance. 

In order to obtain a better understand- 
ing, let us assume temporarily that we 
know the rate and form a schedule of the 
payment of the debt. In the example the 
rate is 3% monthly, and the schedule 
is shown at the top of the next page. 

Since this is actually the schedule that 
companies use if they want to earn r% per 
period, it is logical to use this method as 
the standard of comparison for other meth- 
ods. 

Corresponding to the above schedule, 
figure IV shows the principal balances for 
the compound interest method. 
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Time Debt 

(Months) Outstanding Payment 
0 100.00 = Rag| 18.46=R 
1 84.54= Ra;j| 18.46=R 
2 68 .62 = Raj| 18.46=R 
3 52.22 = 18.46=R 
4 35.33 = 18.46=R 
5 17.93 = Raj| 18.46=R 
6 0 

358.64 110.76 
a*100.00 Height of column shows 

«84.54 principal balance 
~*~ 68.62 for period 
35.33 

| | | | | | 

0 1 2 3 4 5 6 


Time (months) 


Fic. IV.—Compound Interest. 


The area may be found by adding the 
areas of the columns. 


Area= Ranl-+ Ran-i|+ Ran-2|+ 


R 
+ Ra2|+ Rai| =— (n—an)). 
1 


The columns of figure V do not step down 
in equal steps as they did in the approxi- 
mate methods. The midpoints of the tops 
form a curve with an increasing slope. 
The equation of the curve is y= Razz77) if 
the origin is placed at the six months posi- 
tion. The area under the curve is given 


by 
n 1 
A=R f ——_—— dx 
0 
Rn 


Ranl 
r (1+7)! In(i+r) 


The two expressions for area are very 
nearly equal since 


The Rate of Interest in Instalment Payment Plans 


Reduction of 
Interest Principal 
3.00= 15.46= Ro® 
2.54= Riaj) 15.92 = 
2.06= Riail 16.40= Rv* 
1.57 = 16.89= 
1.06= Rias| 17.40= Rv? 
.53 = Riaj| 17.93 = Ro! 
10.76 100.00 


The periodic rate of interest earned is 
given by 
I 
Rn 


r r 


T= 


But since we do not know r, which is the 
unknown, we expand a, of the right mem- 
ber so that 
Rn(n+1) Rn(n+1)(n+2)r 
2 6 


IIe 


Since the term containing r is relatively 
small, we replace (Rn(m+1)/2)r by I as 
given by the series of payments method. 
This gives 

2I 


I(n—1 
Bint} 


which is a very simple and accurate ap- 
proximation® for r. The rates always satisfy 
the inequality 


r, (series of payments) 
<ra<r<r, (constant ratio) 


<r, (interest at end). 


5 This formula was developed by another method 
in the article referred to in Note 1. 
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THE TEACHERS’ CLINIC 


FRANK S. KAULBACK, JR. 


Epitor’s Nore: Many of the experienced teachers, as well as some of the new ones, have developed devices 
and techniques for the presentation of certain of the knotty aspects of accounting, and it is felt that such sug. 
gestions might well be made available to the other members of the teaching profession through The Teachers’ Clinic, 
Accordingly, contributions are hereby invited. Please address all correspondence to Frank S. Kaulback, Jr, 
Schoo] of Commerce, University of Virginia, Charlottesville, Virginia. 


A REPORT ON THE USE OF VISUAL AIDS IN THE TEACH- 
ING OF ACCOUNTING 


J. W. RUSWINCKEL 
Michigan State College 


One of the more important problems in 
the teaching of accounting is adequate 
classroom presentation of new material 
and solutions to assigned problems. Most 
accounting instructors are not blessed 
with an ability for freehand drawing nor 
do all possess a neat legible hand for 
blackboard work. As a result, much of the 
blackboard presentation is made up of 
rough diagrams, abbreviated journal en- 
tries, or lopsided schedules and statements. 
This type of presentation has an adverse 
effect upon the students, many of whom 
seem to reason that, if it is good enough 
for the blackboard, it is good enough for 
their homework. Yet, if most instructors 
were to take sufficient classroom time to 
draw all lines with a straightedge, spell 
out all account titles completely, and 
measure out the necessary number of 
columns for a worksheet, etc., there would 
be very little time left to discuss the 
lesson. 

The problem of classroom presentation 
became more acute with the rapid expan- 
sion of the staff necessitated by increased 
enrollment following World War II. At 
Michigan State College we tried, and are 
still using, two methods of introducing 
neatness, completeness, and time saving 
into the classroom. Both methods require 
considerable preliminary work and hence 
do not provide any over-all saving of time 


—merely a shifting of when the time is 
consumed. However, both methods do 
reduce the time that the students have to 
let their minds wander while the instructor 
completes his blackboard work. 

One school of presentation prefers to 
prepare mimeographed illustrations and 
started working papers to be distributed 
to the students at the opening of the 
class period. The prepared forms elimi- 
nate the placing of this material on the 
blackboard, leaving time free for ex- 
planatory computations of the amounts 
recorded, and the students’ transcription, 
accurately or otherwise, of the same 
material into his notebook. This procedure 
can be used satisfactorily when introducing 
the accounting cycle through the use of 
“T” accounts, introducing simple work- 
sheets, working papers for the source and 
application of fund statement, and even 
problems of consolidation. The student 
has something in his possession, is occu- 
pied by the subject at hand, is almost 
forced to follow the discussion, and has 
something to take home and review. 
However, there are disadvantages in this 
type of presentation. Many of the students 
merely insert the figures in the designated 
places without understanding the reasons 
therefore and plan to use this material 
for “cramming” immediately prior to the 
necessary time to display their under- 
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standing of the subject matter. Since the 
discussion reaches the student verbally, 
there is no assurance that he did not hear 
debit as credit and then blindly record his 
figures in the wrong column. As the in- 
structor rarely sees the students’ notes, 
we never know exactly what is recorded 
therein. However, I have seen the exami- 
nation papers for a class in consolidations 
where this type of mimeographed material 
is used and observed that too many 
students had the adjusting or eliminating 
debits and credits reversed. This seems to 
indicate that some of the debits and 
credits of the classroom illustrations had 
been improperly recorded and therefore 
the entries were not really understood. 
The other group advocates the use of 
projected material for both introducing 
new material as well as presenting solu- 
tions to illustrative and assigned problems. 
While most accounting textbooks are well 
provided with illustrations, both as to 
supporting papers and documents and 
illustrative entries, we instructors often 
wonder just how much attention the stu- 
dent gives these illustrations. One way to 
direct the students’ attention to this 
material already in the text is to project 
it before the entire class and then discuss 
it. Since the illustration is visible to the 
entire class, the instructor can point to the 
exact item under discussion and empha- 
size the important points. In addition to 
projecting an illustration from the text, 
similar samples obtained from actual 
practice can also be projected during the 
same class period. This permits the instruc- 
tor to point out that, while the form may 
vary, essentially the same information is 
presented in each illustration. This mul- 
tiple-illustration approach works very well 
in cost accounting for purchase orders, 
receiving reports, requisitions, clock cards, 
work order forms, etc. Once the instructor 
has discussed the point of the lesson from 
the textbook’s approach and supplemental 
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illustrations, there seems to be little reason 
for any student not to understand the 
point, either there in the classroom or 
when he reviews for that all-important 
examination. 

In addition to presenting various forms, 
it is possible to project simplified illustra- 
tions of productive processes and flow 
charts. A very good source for some pro- 
ductive processes is the series of advertise- 
ments of the Armstrong Cork Company, 
“How Modern Industry Operates,” ap- 
pearing from time to time in The Saturday 
Evening Post. These cutaway views of 
various processing plants make very good 
colored slides and help impress the student 
with the magnitude of the problems facing 
the cost accountant. Other illustrations in 
the form of flow charts, etc., are often 
found in magazines such as Factory Man- 
agement and Maintenance. 

Since there is not an accounting text- 
book which suits all instructors in all 
respects, they are often forced to introduce 
their own procedures through illustrative 
problems. As this presentation very often 
takes the form of a lecture, considerable 
classroom time can be saved if the re- 
quired entries, ledgers, and statements 
have previously been worked out in a form 
which can be projected as required by the 
discussion. However, care must be taken 
to show no part of the illustration beyond 
the point being discussed. Otherwise some 
of the students will raise questions before 
they have fully mastered the current point. 
This means that separate illustrations, 
slides or transparencies, must be prepared 
in advance if this use of projected material 
is to save any writing time which can be 
used for additional class discussion. It is 
possible to prepare the slides or transpar- 
encies in such a way as to make them 
grow. This would be accomplished by 
recording the first step of the illustration 
in the desired form. This material would 
then be photographed. The next step 
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would be recorded on the same paper as 
the first step without removing the paper 
from in front of the camera. The combined 
steps would then be photographed. This 
procedure would be repeated step by step, 
or entry by entry, until the entire area of 
the slide or transparency is used or the 
solution completed. Thus the instructor is 
able to hold the class discussion at the 
pace he wishes to set. The “growing” 
technique also permits ready reference to 
the steps previously discussed, should 
some student raise a question covering 
them. Whereas, if there is only one step 
shown at a time, it is often necessary to 
search through the used slides to find the 
exact one to be re-discussed. 

Assuming that the instructor has worked 
out the order of presentation to his own 
satisfaction, there is still the question of 
the completeness of the students’ notes 
and the degree of their understanding of 
the new material. It is a recognized fact 
that different students have different 
methods of “getting-by” a course. The 
members of one group of students are 
silent during the presentation and seem 
to be spending all of their time transcrib- 
ing the projected material from the screen 
into their notebooks, apparently relying on 
memorization of their notes as the way 
to master the material. It has been ob- 
served that this type of student generally 
misses the discussion of the reasons for the 
particular step which accompany the 
illustration and, as far as they are con- 
cerned, it would be just as effective to 
give them a mimeographed solution and 
send them home. There is always another 
group in the classroom which is so busy 
asking questions, sometimes on the point, 
but often irrelevant, that they do not 
make sufficient notes. But a large percent- 
age of the class does have time to make 
satisfactory notes and still enter into the 
class discussion. Experience indicates that 
the “real” students take advantage of the 
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time saved in blackboard work to ask 
reasonable and pertinent questions and 
thus obtain a better understanding of the 
discussion. Also, as mentioned before, 
since the projected material was not pre- 
pared while the instructor was fighting the 
classroom clock, he has had time to make 
legible figures and neat and orderly state- 
ments, all of which make a better impres- 
sion on the student than hurried black- 
board hieroglyphics. 

While the use of projected material 
provides two avenues, visual and oral, 
whereby the student can be reached, 
there is still no assurance as to how com- 
pletely the material was received or how 
long it will be retained. The weak spot 
for the marginal student is his notes and 
his ability to interpret them. 

An additional step which can be em- 
ployed in introducing some material, par- 
ticularly where work-sheets or schedules 
are relatively important, is to combine the 
fill-in mimeographed presentations and the 
projected presentation. This approach has 
been used with a review or summarizing 
problem in standard cost accounting 
where the student was given a started 
schedule of production in mineograph 
form and required to complete the sched- 
ule together with the related entries. A 
slide was first made of the given schedule 
with the first required figure inserted. 
Another slide was made showing the first 
and second figure and so on until the 
problem had been completely solved. By 
using the margins around the schedule, it 
was possible to present the side computa- 
tions to support inserted amounts and 
thus illustrate, in an orderly way, all of 
the reasoning necessary to solve the prob- 
lem. Since this material was used as 4 
summarizing medium, the applicable slide 
was not shown until the proper conclusion 
had been reached by the class. With 
this approach, there is little excuse for a 
student’s not understanding the material 
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because the form of his notes has been 
directed by the started schedule, accom- 
panied by instructor discussion, class par- 
ticipation, and visual presentation. 

Probably the most effective use of pre- 
prepared projected material is obtained 
in presenting solutions to assigned prob- 
lems. This has been found to be true in 
cost accounting and C.P.A. review. Most 
of the problems in these areas require 
more time than one class period to solve, 
particularly when one makes all of the 
side computations. Therefore, the instruc- 
tor is inclined to either copy his solution 
on the board or not go over the solution 
in class at all, but laboriously correct 
every error on every paper. The papers 
are checked and returned, two or three 
class meetings later, when the class is 
discussing another topic and the student’s 
only interest in the returned paper is the 
grade he received. He seldom pays any 
attention to his errors at this time. It has 
been found that student interest can be 
aroused by projecting the solution to the 
assigned problem on the day it is due, 
because at this time the student is still 
fighting the problem and generally wants 
to know why he is wrong or how the 
instructor reached certain conclusions. 
From time to time the students have been 
permitted to retain their papers during the 
discussion and also to make corrections 
(in red) on the paper. This reduces the 
time the instructor must spend in correct- 
ing those papers. However, this practice 
must be followed with caution, because 
there always are some students who take 
every advantage and correct, or should 
one say adjust, their papers so as to give 
the appearance of an originally perfect 
paper. Also, there are some students who 
are speed demons with a pencil and are 
able to copy the projected solution and 
thus avoid doing the assignment. 

Since most students enrolled in the 
C.P.A. review courses are seriously inter- 
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ested in their work, projected solutions 
can be more freely used. Also, at this level 
it is possible to have more than one 
correct answer and the time saved in 
presenting the preferred solution can be 
used to present alternative solutions and to 
discuss and compare the thinking of each 
solution. 

It is sometimes hard to keep the atten- 
tion of the entire class on the single point 
being discussed when the entire illustra- 
tion or completed solution is projected as 
a single slide or transparency. It was sug- 
gested earlier that this situation could be 
avoided if the slides were prepared in 
cumulating series—the first slide showing 
the first point, the second slide showing the 
first and second points, etc. While this 
procedure seems to be the ideal presenta- 
tion, it entails the use of a large number of 
slides. As an example, a simple two page 
manufacturing worksheet having eleven 
statements of additional facts would re- 
quire about thirty slides, one for the debit 
or debits of each statement of fact, one for 
the credit or credits plus several for foot- 
ing and extending. 

The over-all advantage of using slides or 
transparencies seems to decrease with the 
increase in the number of slides required 
for an individual illustration or solution. 
In the first place, it takes time to prepare 
the original material particularly where the 
transparency or slide is being made by a 
professional photographer or the school 
photo laboratory. Since these people are 
photographers, not accountants, it would 
be necessary to have an original for each 
slide. Secondly, it would be expensive even 
if the slides were made by the school 
photo laboratory at a normal price of fifty 
cents to one dollar each. At Michigan State 
College we do our own photographing and 
slide binding, but not the processing which 
reduces the cost (without labor) to about 
fifteen cents per slide. In addition to keep- 
ing the cost down, doing your own photo- 
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graphing of a cumulating series of slides 
reduces the number of required originals. 
When you are both the accountant and the 
photographer, you can make an exposure, 
then insert the next figure and then make 
the next exposure without removing the 
original from in front of the camera. The 
time required to photograph the manu- 
facturing worksheet mentioned above was 
about an hour, which is considerably less 
time than it would take to make thirty 
originals. However, the time required to 
bind the thirty slides is another matter. 
The binding of slides is time consuming 
and uninteresting work, which could dis- 
courage any instructor who did not have 
student help for this work. The use of 
numerous slides in a single meeting also 
has its disadvantages. The more slides 
used, the greater the chances for having 
one or two projected out of order, or 
reversed, or upside down, any one of which 
“faux pas” could disrupt the class. 

In an attempt to reduce the troubles 
accompanying the use of multiple slides, 
we tried making a strip film of the two 
page manufacturing worksheet. While 
making a strip film is not a foolproof 
operation, a strip film does avoid the 
physical problem accompanying the use of 
a large number of related slides. In the 
case of the worksheet it was necessary to 
handle just one roll of film instead of 
thirty slides. With a strip film it is impos- 
sible to project an image out of order, 
unless the operator turns the knob too far, 
and once the strip is properly inserted the 
images are always right side up. There are 
other advantages also. The time required 
to bind the transparencies is avoided and 
the cost of the ready mounts, about $1.80 
in this case, is eliminated. 

One of the problems in preparing the 
original material to be photographed is to 
get a clear black and white image. In an 
article by Professor W. J. Fleig, “Use of 
Slides in Accounting Instruction” in the 
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July 1948 issue of THE Accounting 
REVIEW, various ways of securing the 
desired contrast were discussed, two of 
which were typewriting through carbon 
paper, and first mimeographing the ma- 
terial. Neither of these methods would be 
adaptable if the original is to grow in 
front of the camera. In preparing an earlier 
series of slides an ordinary pencil was used 
to number the pages on the assumption 
that the pencil marks would not show in 
the photograph because they were not 
black enough. However, when the slides 
were completed the identifying pencil 
marks did show. This led to the deliberate 
preparation of some originals using a 
mark-sensing pencil such as is used in 
machine-scored examinations. The results 
were exceptionally good insofar as con- 
trast is concerned. (The question of long- 
hand or hand lettering vs. typewritten 
material is another matter.) The elimina- 
tion of the necessity of having to have the 
original material prepared on the type- 
writer, or with India or V-mail ink in- 
creased the flexibility and speed with which 
slides could be made. 

Even though it is possible to erase when 
a pencil is used in preparing the original 
copy, it is possible that misplaced or in- 
correct figures may not be noticed until 
the incorrect frame has been photographed. 
In strips it is possible that the error may 
run through all of the subsequent frames 
making the entire strip worthless. There- 
fore, considerable care is necessary when 
inserting the various figures. 

After trying various types of 35 mm. 
film, ‘Kodak Micro-file’ film, having 
high black and white contrast qualities, 
was found to be the most satisfactory. 
This is also a relatively slow film which 
helps to reduce the amount of blurring at 
the edges of the image. While this film is 
basically intended for copying black and 
white material, it will pick up faintly the 
colored rulings of columnar forms. This is 
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advantageous in that when the ruling and 
writing are of the same density, the ruling 
is apt to distract from the illustration or 
solution. 

There is some lack of agreement between 
the users of slides and other types of trans- 
parencies as to which is better for class- 
room use—negatives (white on black) or 
positives (black on white). It is consider- 
ably cheaper and quicker to use negatives 
in that as far as film processing is con- 
cerned the film is ready for use as soon as 
it is developed. Where the developing is 
done in a commercial shop, this means 
that you can have your material in a 
matter of hours or the next day at the 
latest, at a developing cost of about 
twenty-five cents a roll of 20 to 36 ex- 
posures. Since positive transparencies are 
really prints made on another strip of 
film, they require an additional process and 
require more time. Also many photo- 
shops are not equipped to do this work on 
a production basis. Hence, the negative 
flm must be sent to some properly 
equipped shop which would require still 
additional time and increase the cost. 
However, if the same material were to be 
presented to several sections at the same 
hour, as in an introductory course, the 
saving in time and the guarantee that all of 
the projected material was identical would 
be worth the additional expense of from 
five to fifteen cents per frame or picture. 

As pointed out by David W. Thompson 
in the July 1948 issue of THE ACCOUNTING 
Review—‘‘The Use of Visual Aids in the 
Teaching of Accounting’—the blackboard 
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is a form of visual aid. The current trend 
towards the use of projected material is 
just another form of presentation. Its 
chief advantage is that the classroom 
time required for blackboard work is 
eliminated and therefore more time is free 
for class discussion. It has been found that 
the bonus time should be used in covering 
the same ground better, rather than in 
attempting to cover it faster. Most stu- 
dents can absorb just so much material in 
a set time and when the instructor tries 
to use the bonus time to introduce addi- 
tional material over that normally covered 
many students are still left by the way- 
side. 

The use of pre-prepared projected mate- 
rial has its disadvantages. It requires many 
hours of preparation. If the material is 
such that it can be used in several sections 
or over a number of years, this is not too 
great a disadvantage. Since most of the 
material is first worked out in pencil and 
then transcribed in a form suitable for 
photographing, there is the off-chance 
that an error can be made in copying 
which, in spite of proof-reading, will not 
be noticed until the instructor is part way 
through the discussion of the material. 
About all that can be done at this point 
is to admit the error and give the correct 
figure orally. You can’t change your slide 
while the class waits. But regardless of the 
additional preparation time and an occa- 
sional embarrassing moment in the class- 
room the enthusiastic acceptance of pro- 
jected material by the students makes the 
instructor’s efforts worthwhile. 
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TEACHING AND SOLVING INSTALLMENT SALES 
PROBLEMS 


ZIMERING 
Zimering & Misthal 


In teaching the topic of installment 
sales to students, or in explaining proce- 
dures to bookkeepers of enterprises selling 
for cash as well as by the installment plan, 
one encounters difficulty in the adjust- 
ments brought about by repossessions. 
The student as well as the bookkeeper is 
confused as to the percentage to use in 
the adjustment, the profit or cost percent- 
age. After determination of the percent- 
age, difficulty is encountered in its applica- 
tion. Should it be applied against the 
accounts receivable or the repossessed 
merchandise? Both the student and the 
bookkeeper are further troubled by the 
fact that after clearing the deferred profit 
account for the percentage of profit con- 
tained in the unpaid installment accounts, 
and crediting the repossession loss account 
which appears on the books, a profit may 
result on the repossession which should be 
refunded to the purchaser.’ 

The writer has used for many years a 
method? which requires no adjusting en- 
tries for repossessions and eliminates the 
possibility of suits by purchasers to recover 
the profit, if any, resulting from reposses- 
sions under Section 21 of the Uniform 
Conditional Sales Act. The proposed 
method never shows any such profit since 
no adjustment is made to the loss account. 

Two cases will be presented to illustrate 
and compare the advantages of the writer’s 


1 Section 21 of the Uniform Conditional Sales Act 
provides, in effect, that any profit resulting from re- 
possessions after clearing the deferred profit account 
belongs to the buyer. 

2“Advanced Accounting Simplified” by 
Zimering. Printed privately 1940. 

* Many C.P.A. Coaching courses have adopted this 
method of teaching Installment Sales. 
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method over the usual or “traditional” 
method. Case one will be solved first by 
the traditional method, followed by the 
proposed method, while case two will be 
solved in a parallel arrangement to stress 
the advantages of the proposed method. 

The X Furniture Corporation presents 
the following facts of the year 1950: 
Installment Sales $150,000; Purchases on 
account $100,000; Freight-in $3,500; Sell- 
ing Expenses $15,000; Administrative 
Expenses $20,000; Balances of Accounts 
Receivable December 31, 1950: 1949, 
$2,000; 1950, $60,000. Inventory Decem- 
ber 31, 1950, $23,500. Balance of Deferred 
Profit—1949, $16,800. Paid creditors 
$100,000. During the year a 1949 customer 
who owed $5,000 defaulted, and his mer- 
chandise which had a value of $2,000 was 
repossessed; a 1950 customer who owed 
$3,000 defaulted, and his merchandise 
which had a value of $1,000 was repos- 
sessed. Assume that separate repossession 
loss accounts are kept on the books and 
that the inventory figure given does not 
include the repossessed merchandise. The 
inventory at January 1, 1950 amounted to 
$20,000. The Gross Profit percentage for 
1949 waz 42%. 

SuMMARY ENTRIES FOR YEAR ENDING 
DECEMBER 31, 1950 


Nore: These summary entries would ordinarily be 
made monthly rather than once a year. 

Installment Accounts Receiva- 

ble—1950 000 

To summarize the sales for the year. 

Installment Accounts Receiv- 


Installment Accounts Receiv- 
To record collections made during the year as 
follows: 
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Less 
Sales or Less Credits aot 


Balance Balance from 
Beginning at End to Ac- Reposses- from 


Cash 
of Year of year Journal 200k 


$ 40,000 $ 2,000 $38,000 $5,000 $33,000 
150,000 60,000 90,000 3,000 87,000 


Payable. ........ $100,000 
To summarize purchases for the year. 
Accounts Payable............ $100,000 
Selling Expenses a 15,000 
Administrative Expenses... . 20,000 
138,500 
To summarize the disbursements for year. 
Repossessed Merchandise...... $ 3,000 
Repossession Loss—1949...... 3,000 
Repossession Loss—1950...... ,000 
Accounts Receivable—1949............ $ 5,000 
Accounts Receivable—1950............ 3,000 


To summarize the repossession journal. 


Note: Postings would have been made to the individual 
accounts in the subsidiary ledgers as sales, pur- 
chases, or repossessions were made and as cash was 
received or paid. 


ADJUSTING ENTRIES 
DEcEMBER 31, 1950 


To record the final inventory. 

Deferred Profit—1949.. . $ 2,100 


To adjust for 42% of $5,000 not collected in cash. 

Deferred Profit—i950.. 
To adjust $ of $3,000 not collected in cash. 


CLOSING ENTRIES 
DECEMBER 31, 1950 


Installment Sales............. $150,000 


000 
To close. 
Profit and Loss............... 126,500 
Repossessed Merchandise.............. 3 
To close cost items. 
21,000 
Deferred Profit—1950................. at 
To defer $ of $63,000 accounts receivable not col- 
lected in cash. 


Repossession Loss—1950.............. 1,000 
Administrative Expenses.............. 20,000 


To close expenses and arrive at the loss for the ’ year. 
Deferred Profit—1949. 
Repossession 900 
To close 42% of $33,000 Accounts Receivable col- 
lected in current en 
Profit and Loss. . 
To close the taxable profit. 


X FURNITURE CORPORATION 
PRoFiT AND Loss STATEMENT 
For THE YEAR ENDED DECEMBER 31, 1950 


Cost of Goods Sold: 
Inventory, January 1...... $ 20,000 
100,000 
Freight-in........ 3,500 
Repossessed Merchandise. . 3,000 
126,500 
Inventory, December 31.... 26,500 
Costiol Goods Gold... 100,000 
Gross . $ 50,000 
Unrealized Profit (} of $63,000)....... 21,000 
Realized Profit 1950 Sales............ $ 29,000 
Repossession Loss 1950 (as adjusted). . . 1,000 
Realized Profit 1950, after defaults..... $ 28,000 
Selling Expenses. . 
Selling Profit................ . $ 13,000 
Administrative Expenses........ .. 20,000 
Net Loss 1950 Sales............... ($ 7,000) 


Profit realized in current 
year based on 1949 Sales 


($33, 000X42%)......... $ 13,860 
Repossession Loss 1949 (as 

Net Income 1949 Sales............. 12,960 

$ 5,960 


Deferred Profit—1949 


1950 ' 1950 
Dec. 31 P& L.. $13,860 Jan. 1 Balance. $16,800 
31 Journal. 2,100 
Balance. 840 | 


$16 ,800 $16,800 


1951 
! Jan. 1 Balance. $ 840 


Deferred Profit—1950 


1950 
Dec. 31 Journal. $ 1,000 ' 
31 Balance. 20,000 


1, 


1950 
Dec. 31 P & L. $21,000 


| 


$21,000 


1951 
‘Jan. 1 Balance. $20,000 


In the alternate solution only the adjusting, and 
closing entries, the profit and loss statement, and the 
deferred profit accounts are presented in order to em- 
phasize the features of this method. The transaction 
entries are the same as those shown above. 
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ADJUSTING ENTRIES 
DECEMBER 31, 1950 


Merchandise Inventory $ 26,500 

Profit and Loss. 

To record the final inventory. 

The other two entries which appear as adjusting 
entries in the preceding solution are not necessary 
under this method. 


$ 26,500 


CLOsING ENTRIES 
DECEMBER 31, 1950 


Sales $150,000 


Profit and Loss. . $150,000 
To close. 

Profit and Loss... $126,500 
Inventory . ... $ 20,000 
Purchases. . . 100,000 
Repossessed Merchandise. 3,000 
Freight-in . 3,500 
To close cost items. 

Profit and Loss..... 20,000 
Deferred Profit—1950................. 20,000 


To defer 4 of $60,000 accounts receivable not col- 
lected. 


Profit and Loss. . . 


$ 37,000 


Repossession Loss $ 2,000 
Selling Expenses. . 15,000 
Administrative Expenses. 20,000 


To close expenses and arrive at the loss for the year. 
Deferred Profit—1949......... $ 15,960 
Repossession Loss—1949. . 
To close 42% of $38,000 of accounts receivable col- 
lected in current year. 
Profit and Loss...... 
To close the taxable profit. 


X FURNITURE CORPORATION 
PRroFit AND Loss STATEMENT 
FOR THE YEAR ENDED DECEMBER 31, 1950 


Cost of Goods Sold: 
Inventory, January 1.......$ 20,000 
Purchases......... . 100,000 
Repossessed Merchandise. . 3,000 
, 500 
126,500 
Inventory, December 31. 26,500 
Gross Profit (333%) . Mee 50,000 
Unrealized Profit (4 of $60 000) 20,000 
Realized Profit 1950 Sales. 30,000 
Repossession Loss 1950 (per books)... . 2,000 
Realized Profit 1950 after Defaults. . . 28,000 
Selling Expenses... 15,000 
Selling Profit. 13 ,000 
Administrative Expenses.............. 20,000 
Net Loss 1950 Sales... . (7,000) 


Profit Realized in Current Year based on 
1949 Sales ($38,000 42%). 15,960 

Repossession Loss 1949 (per 
books)........ 
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Net Income 1949 Sales.............. 12,960 
Taxable Net $ 5,960 


Deferred Profit—1949 


1950 | 1950 
Dec. 31 P& L.. $15,960 | Jan. 1 Balance. $16,800 
31 Balance. 840 | 
$16,800 $16,800 


1951 
Jan. 1 Balance. $ 840 


Deferred Profit—1950 


1950 
Dec. 31 P & L. $20,000 


The Profit and Loss Statements under both methods 
indicate that the current year’s operations resulted ina 
loss. It may be argued that some of the expenses in- 
curred in the current year apply to the collections of 
prior year’s income and should be deducted from such 
income. This is correct, but it is obvious that similar 
expenses will be necessary for collecting next year’s 
income. Where it can definitely be established that 
certain expenses were incurred for particular income, 
such expenses are deducted from such income in pre- 
senting that income on the current year’s profit and 
loss statement. This procedure has been followed in 
the treatment of repossession losses on the preceding 
Profit and Loss Statements, 


Case 2. W. Buzz and R. Bell are engaged in a radio 
business selling for cash, charge, and on the installment 
plan. The prices of charge sales are 333% higher than 
those of cash sales and the prices of installment sales 
are 50% higher than those of cash sales. On December 
31, 1949, the following trial balance is extracted: 


Accounts Receivable—Charge...... ae 20,000 
Installment Acct. Rec.—1947............ 1,000 
Installment Acct. Rec.—1948............ 15,000 
Installment Acct. Rec.—1949............ 90 ,000 
Repossessed Merchandise................ 6,000 
4,000 
Bad Debte—Ciiarge:. 600 
30,000 
Administrative Expenses................ 40 ,000 
Furniture & Fixtures (net).............. 25,000 
100 
$529,400 

500 
Unrealized Profit On Installment Sales— 

Unrealized Profit on Installment Sales— 

Sales: 
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The inventory as of December 31, 1949, (including 
repossessions) i is $30,000. An analysis of the Installment 
Accounts Receivable and the rates of gross profit fol- 
lows: 
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An analysis of Repossessed Merchandise and Re- 
possession Losses follows: 


Dr Dr Cr 
Reposs. Reposs. Installment 
Mdse. Loss Acct. Rec. 
1948 Sales......... $1,000 $3,000 
1949 Sales......... 5,000 1,000 6,000 


No adjustments were made to the Unrealized Profit 
accounts during the year. 


ADJUSTING ENTRIES 
DECEMBER 31, 1949 


Janu- Decem- 
ary I ber 31 Profit 
Installment Accounts Re- 
ceivable—1947.... $15,000 $1,000 40% 
Installment Accounts Re- 
ceivable—1948..... 95,000 15,000 % 
Installment Accounts Re- 
ceivable—1949 90 ,000 
(Traditional) 
Merchandise Inventory...... $ 30,000 
Profit and Loss..... re $ 30,000 
To set up the final Inv. 
Unrealized Pft. on Instal. Sales 
2,400 
Repossession Loss....... 2,400 


To clear 60% of $4,000 Accounts Receivable. not 
collected in cash 
Unrealized Profit on Instal. Sales 
—1949........ $ 
Repossessed Loss........... 1,000 
Repossession Profit. . 1,800 
To clear 7/15 of $6,000 Accounts Receivable not 
collected in cash and record the profit on repossessions 


2,800 


(Pro posed) 


Same 


None 


None 


CLOSING ENTRIES 
DECEMBER 31, 1949 


Sales... 
Profit ‘and Lo 
To Close. 

Profit and Loss............ 
Inventory........... 
Repossessed Merchandise. . ... 6,000 
To close cost items. 

Profit and Loss. . . 
Unrealized on Installment 

Sales—1949. . 44,800 
To defer 7/15 of $96, 000 of Accounts Receiv able not 
collected in cash 

Profit and Loss..... 

Repossession Profit . 

Selling Expenses. . 
Administrative Expenses. . 
To close and arrive at operating profit. 

Profit and Loss...... 1,000 

Interest Expense......... 
Bad Debts. . 
To close financial management expenses. 

Interest Income.......... 600 
Profit and Loss. . 

To close and arrive at net profit. 

Unrealized Pft. on Instal. Sales 

Unrealized Pft. on Instal. Sales 

Profit and Loss............. 50,600 
Repossession Loss.......... 600 
To close out an of 14,000 and 60% of 70,000. 

Profit and Loss. . ... $101,200 
W. Buzz, Capital.. 
R. Bell, Capital 
To close the profit. 


$400,000 
$400,000 


266,000 


44,800 


68 , 200 
1,800 


5,600 


$ 50,600 
50,600 


Same 


Same 


Profit and Loss. . ... $ 42,000 
Unrealized Pft. on Installment 
Sales—1949.............. $ 42,000 
To defer 7/15 of $90,000 Accounts Receivable "still 
outstanding. 

Profit and Loss............... $71,000 
Repossession Loss.......... $ 1,000 
Selling Expenses. . 30,000 
Administrative Expenses. . 40 ,000 
To close and arrive at operating profit. 

Same 
Same 
Unrealized Pft. on Instal. Sales 
Unrealized Pft. on Instal. Sales 
Profit and Loss. . $ 50,600 
Repossession 3, 000 


To close out 40% of 14,000 and 60%, of 80,000. 
$101,200 
W. Buss, Capitel........... $ 50,600 
50,600 
To close the profit. 
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$101,200 


Taxable Net Profit... 


Charge Sales $100,000 equal 1334% of C 
Installment Sales $240,000 equals 150% 
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W. BUZZ & R. BELL 
SCHEDULE SHOWING ALLOCATION OF Cost or Goops SOLD 
For YEAR ENDED DECEMBER 31, 1949 
Cash Prices—$100X 3 =$75,000 on cash basis 
of Cash Prices—$240,000 3 = $160,000 on cash basis 


Kind of Sale Sale on Cash Price Basis Allocated Fraction Allocated Cost 
W. BUZZ & R. BELL 
BALANCE SHEET 
DECEMBER 31, 1949 
ASSETS 
Current 
Accounts ‘Receivable 
Fixed 
LIABILITIES & NET WORTH 
LIABILITIES 
Current 
Deferred Credits 
Profits on Installment Sales 1967) oc $ 400 
: Net Worth 
125 
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(Proposed) 
UNREALIZED Prortt ON INSTALLMENT SALES—1947 
1949 | 1949 
Dec. 31 Profit & Loss on collections $ 5,750 
$ 5,600 Adjustment for error in opening bal- 
Balance (1,000X40%)............ 400 ance charged to Buzz & Bell 
—_——— Capitals in P & L Ratio (equally) 250 
$ 6,000 | (15,000 40% =6,000)......... . $ 6,000 
1950 


UNREALIZED PROFIT ON INSTALLMENT SALES—1948 


1949 | 1949 
Dec. 31 Profit & Loss on collections $57 ,000 
Balance (15,000X60%)........... 9,000 
$57 ,000 $57 ,000 
| 1950 


UNREALIZED PROFIT ON INSTALLMENT SALES—1949 


1949 


Comments: The Unrealized Profit on Installment Sales for 1947 was not cleared properly at the end of 1948, 
Since the rate was 40% and the Accounts Receivable were $15,000, $6,000 should have been the balance. The 
adjustment was made to the capital accounts of the partners, (in case of a corporation to the surplus account), 
and an amended Partnership Income Tax return would have to be filed showing a decrease in the taxable income 
of 1948 by $250. Each partner would file an amended 1948 tax return reducing his taxable income by $125. 


AN INTERNSHIP PROGRAM FOR ACCOUNTING MAJORS 


G. KENNETH NELSON 
Pennsylvania State College 


In a recent article in the Journal of and second to show that the internship 
Accountancy! David Thompson discussed program should be used for all three fields 
the advantages of and the methods and_ into which accounting graduates may go; 
procedures for making an accounting private or industrial and governmental as 
internship program for public accounting well as public accounting. 
work. I could not hope to improve upon Mr. Thompson suggests as a typical 
what he has said, but I would like to ex- program one in which the participating 
pand upon it in two respects, first to de- student is absent from the campus from 
scribe a second method of handling a pub- about January 1 to March 7 during which 
lic accounting internship program for period a minimum of classwork is missed 
schools on a semester basis which has because of the Christmas vacation and the 
worked well at Pennsylvania State College, examination period. However, a consider- 
viata able amount of classwork is, nevertheless 

! David W. Thompson, “How to Make an Account- 


ing Internship Program Work Satisfactorily for Em- missed (Mr. Thompson suggests about 
ployer, Student, School,” December 1951, pp. 694-696. SIX weeks), and we have, therefore, de- 


sign 
stuc 
stu 
the 
retu 
sem 
the} 
duri 
our 
duri 
retu 
mu 
bala 
thre 
for 
nun 
coul 
clas: 
sem 
suck 
inte 
requ 
van 
thre 
they 
bec 
duri 
sem 
selec 
tion 
cou 
of 
of t! 
hou 
it 
mid 
§6sect 
begi 
mee 
per 
The 


ship 
elds 
r 20; 
al as 


pical 
uting 
from 
yhich 
issed 
1 the 
ider- 
eless 
‘bout 
, de- 


Teachers’ Clinic 


signed a system which does not require the 
student to miss any classroom time. Our 
students leave the campus at the end of 
the first semester of their senior year and 
return at the midpoint of the second 
semester which is about March 31. Thus 
they are available to the accounting firms 
during most of the busy season. Some of 
our students have in addition worked 
during the Christmas holidays to increase 
the amount of experience gained. After 
returning to the campus the student takes 
9 semester credits (one-half of the maxi- 
mum normally allowable load) for the 
balance of the semester. Three courses of 
three credit hours each have been set up 
for them which meet twice the normal 
number of hours a week for the balance of 
the semester. Thus the student has a full 
course load after his return and at the 
same time has the proper number of 
classroom hours of instruction for each 
semester credit received. To simplify the 
work of the accounting staff, only three 
such courses are available to the returning 
interns, advanced business law (pre- 
requisite 6 hours of business law), ad- 
vanced auditing, and CPA Review. These 
three courses have been selected because 
they are of vital importance to the student 
interested in public accounting and 
because they would normally be taken 
during the student’s last or next to last 
semester. The business law course has been 
selected to prevent too much concentra- 
tion in accounting. For the CPA Review 
course the students join the regular section 
of the class which started at the beginning 
of the semester and then meet at separate 
hours to make up the work missed. Since 
it would be difficult to start out in the 
middle of an advanced auditing course, a 
section of this course open only to interns 
begins at the time of their return and 
meets twice the normal number of hours 
per week for the remainder of the semester. 
The advanced business law course could 
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be operated under either of the above 
methods, in our case under the second. 

Such a program may appear to have at 
least two disadvantages upon first con- 
sideration. One of these is that the reduced 
load which the student must take during 
his last semester makes it necessary for 
him to take a course load which is slightly 
above the minimum in earlier semesters 
or go to summer school in order to gradu- 
ate at the normal time. Since the interns 
are all above average and since the over- 
load is not large (in our case only 6 semes- 
ter hours) this does not present any diffi- 
culty. The second disadvantage is that 
such a program is a hardship on the 
instructional staff. Actually, as far as the 
accounting part is concerned at least, it is 
a blessing in disguise, for the type of 
instructor who will normally teach courses 
such as advanced auditing and CPA Re- 
view will be the one who has some private 
practice of his own on the side. Under our 
plan he has a light teaching load during 
the first half of the semester when his 
outside work is at its seasonal peak and a 
heavy teaching load after the peak has 
passed. 

There are one or two other features of 
our system which are perhaps worth 
mentioning. One is that the public aecount- 
ing firms interview students during the 
spring semester of their junior year for 
internships starting the following January. 
All of our cooperating firms have told us 
that this was not too early, and such a 
plan does have several advantages. In the 
first place, the firms can interview the 
prospective interns at the same time as 
June graduates, thus making only one 
trip to the campus a year since public 
accounting firms are not normally inter- 
ested in February graduates. Also, inter- 
views for this program coincide with those 
of the other programs (discussed below) 
so that a student who for one reason or 
another cannot participate in both summer 
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and winter programs can better choose 
between them. A third advantage is that a 
student can learn early whether there 
are any possibilities for him in the public 
accounting field, since most firms will take 
only top grade students. A student who is 
not accepted for the public accounting 
internship program can be reasonably 
sure that he will be unable to get a perma- 
nent job upon graduation in that field, and 
he can plan his course program for the 
senior year accordingly. This statement is 
not intended to imply that industrial 
firms or governmental units get or would 
be satisfied with only the lower quality 
students. On the contrary, they demand 
and get many of the very best, but there 
are jobs in industry and perhaps in the 
government for all grades of accounting 
students, including the below average 
ones. 

The second interesting feature of our 
public accounting internship program is 
that we will this year set up a system of 
allocation of students among participat- 
ing firms. This is necessary to prevent the 
first one or two firms which interview from 
getting all the best students. In addition 
it reduces the possibility of all firms mak- 
ing offers to the same few students while 
passing up second choices they would be 
willing to take if they knew that their 
first choices were not all available. Under 
our proposed new plan the public account- 
ing firms will interview students and sub- 
mit a confidential list of those they are 
willing to take in order of preference and 
the total number wanted. The students 
interviewed will submit a _ confidential 
list of the firms they are willing to accept 
offers from in order of preference, and the 
two groups of lists will then be matched 
as equitably as possible by the accounting 
staff. I understand that this method is 
already successfully used at some schools. 

The second major point I would like 
to discuss is that the internship program 
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should be and, in our case at least, has been 
extended to private and governmental 
accounting. In these fields the program is 
much easier to operate because the student 
can secure his training during the summer 
months when he would not normally be 
in school. He can be of the most value to 
the private firm or governmental unit at 
that time because he can fill in, to some 
extent at least, for vacationing employees, 
Here, as Mr. Thompson suggests should 
be done in public accounting, only those 
firms or governmental units should be 
selected which recognize their training 
obligations to the students. The intern 


may spend a great deal of his time on one 
job or in one department, but he must be 
given the opportunity to learn about the 
company or governmental unit as a whole 
and its accounting system and to meet 
members of all branches of the accounting 
staff so that all his questions may be an- 
swered. Thus he can learn how accountants 
work at all levels and how accounting 
ties in with the business as a whole. He 
will learn that some of the accountant’s 
work may be routine and painstaking— 
especially that of the younger account: 
ants, and, more important, he will learn 
that only a small part of the real account- 
ants’ work involves debits and credits 
and published statements. He will learn 
about practical situations and practical 
problems in a way which would be difficult 
if not impossible to duplicate in the class- 
room. 

Our plan calls for the selection of stu- 
dent interns by participating companies 
and governmental units during the spring 
semester of the junior year, usually by 
personal interview at the same time as 
interviews for graduating seniors. The 
students then work during the summer 
between their junior and senior yeas 
between dates agreed upon by the individ- 
ual student and his employer. One in- 
dustrial firm has suggested that if a student 
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can decide early enough on the company 
he wishes to work for, he should obtain 
non-accounting jobs with that company 
during earlier summers to gain practical 
experience in the operation of the firm. 
Such experience will be of great value to 
him as an intern. 

The obtaining of internship jobs with 
governmental units is somewhat of a 
problem because of civil service and politi- 
cal requirements. It can be done, however, 
as is evidenced by the fact that we had 
four students with the Pennsylvania state 
government last summer. There is evi- 
dence that there will be internship op- 
portunities with the United States govern- 
ment in the future. Last summer the 
E.C.A. had such a program for 25 econom- 
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It is important to remember that ac- 
counting majors have equally great op- 
portunities for the future in three fields, 
and not just one, and it is the duty of 
accounting instructors to give their stu- 
dents equal opportunities to learn about 
them all so that they may more intelli- 
gently choose the one which is right for 
them. The accounting internship pro- 
gram, which I believe will play an in- 
creasingly important part in the education 
of accountants in the future, should, 
therefore be extended to all of these 
fields. Also, a regular part of any curricu- 
lum, such as the internship program is 
rapidly becoming, should not require 
absence from regularly scheduled classes, 
as there is much that a student can learn 


ics and commerce students including in the classroom over and above what he 
2 accounting majors. learns from textbooks. 


vancement. (Box No. 7521) 


MEMBERS PLACEMENT SERVICE 
UNIVERSITY OR COLLEGE TEACHER—B.S., M.B.A., C.P.A.; male member of 


American Accounting Association, Phi Beta Kappa; experience in Midwest; desires 


position with Southeastern or Eastern institution where there is opportunity for ad- 


PROFESSIONAL EXAMINATIONS 
A Department for Students of Accounting 


HENRY T. CHAMBERLAIN 


Institute of Accountants and were presented as the first half of the May, 1952 
C.P.A. examination in accounting practice. The candidates were required to solve 
problems 1 and 2 and either problem 3 or problem 4. The time allowed was four anda 
half hours. The weights assigned were: problem 1, 12 points; problem 2, 18 points; 
problem 3 or problem 4, 20 points. 
A suggested time schedule is given below: 


Te following problems were prepared by the Board of Examiners of the American 


Problem 1 40 minutes 
Problem 2 60 minutes 
Problem 3 90 minutes 
Problem 4 90 minutes 


No. 1 


The board of directors of the Nelson Company authorized a $1,000,000 issue of 5% 
convertible 20-year bonds dated March 1, 1948. Interest is payable on March 1 and 
September 1 of each year. The conversion agreement provides that until March 1, 1953 
each $1,000 of bonds may be converted into 6 shares of $100 par value common stock 
and that interest accrued to date of conversion will be paid in cash. After March 1, 1953 
the bonds are convertible into 5 shares of common for each $1,000 of bonds. 

The company sold the entire bond issue on June 30, 1948, at 98 and accrued interest. 
Deferable costs incurred in making the sale amounted to $8,320. The company adjusts 
its books at the end of each month and closes them on December 31 of each year. Interest 
is paid as due. On February 1, 1950, a holder of $20,000 of bonds converts them into 
common stock. 

You are to prepare entries in journal form to reflect the transactions arising out of the 
existence of these bonds on each of the following dates: 


a. June 30, 1948 

b. September 1, 1948 

c. December 31, 1949 (including closing entries) 
d. February 1, 1950 

e. December 31, 1950 (including closing entries) 


In support of the above entries, prepare a summary analysis of the unamortized bond 
discount and expense account for the period to December 31, 1950. 


No. 2 


A, B, C and D are partners in a firm which has been engaged in jobbing refrigerators 
and other household appliances. From the data below you are to prepare a summary 
operating statement for each six-month period of the firm’s existence, an analysis of 
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partners’ capital accounts for each period and a balance-sheet at December 31, 1951. 
The firm started operating on January 1, 1950. At that time A and B contributed 
$20,000 and $30,000, respectively, as capital for the business. On July 1, 1950 C was 
admitted to the firm, paying in $25,000, and on January 1, 1951 D was admitted and 
paid in $12,000. No interest was to be allowed on the partners’ investments. All partners 
devoted their entire effort to the business during the time they were partners and were 
to be compensated at the following annual rates: $8,000 each for A and B, $7,500 for C 
and $6,000 for D. Because of the need for increased working capital, salary withdrawals 
— were limited to $300 per month for each partner. The partnership agreement, as finally 
e drawn up, provided for a split of the net profit and loss after salary allowances among 
ws the partners involved for each six months in the following ratios: A-3, B-3, C-2 and D-2. 
— Formal books of account were not maintained but a running analysis of cash revealed 
-_ the following facts: 
Six months ended 
6-30-50 12-31-50 6-30-51 12-31-51 
Collections on sales made in the six-month period ended: 
and Unpaid customers’ accounts considered collectible at December 31, 1951, by period 
1953 of origin, were: 
: Sales made during 
tock six months ended Amount 
1953 6-30-50 $ 1,600 
12-31-50 3,100 
6-30-51 8,600 
rest. 12-31-51 26,700 
usts 
rest A physical inventory on December 31, 1951 showed that the merchandise inventory 
into on hand at cost, including that covered by unpaid invoices of $14,285, amounted to 
$83,084. 
the The partners have agreed: 
(a) that “rents and other fixed costs” are to be divided equally over the four six-month periods; 
(b) that the cost of merchandise sold during these periods may be assumed to have been 70%, 75%, 80% and 
80%, respectively, of sales; 
(c) that any merchandise “loss” resulting from the application of the above amounts and percentages may be 
regarded as a proper addition to “other expenses”; 
(d) that “other expenses” are to be spread over the four periods in proportion to sales. 
ond No. 3 
P Corporation acquired control of S Co. on June 30, 1949 by purchase in the market 
of 2,800 shares of its 4,000 issued shares of $100 par value common stock. At that time 
S had 500 shares of its own stock held as Treasury stock and carried at par. 
tors On January 1, 1951 P acquired 200 additional shares from a minority stockholder. On 
‘ary | December 31, 1951, by agreement with the minority stockholders, P acquired the 500 
s of shares held in the treasury of S. 
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The Investment account of P, at cost, shows the following debits: 


January 1, 1951, 200 shares of S purchased from outside interests—At cost................... 35,000 
December 31, 1951, 500 shares of S obtained from S—At 90,000 


The accounts of S contained the following items: 
Paid-in Retained 


Credits Surplus Earnings 
Debits 


You are to prepare the eliminating entries necessary for preparation of consolidated 
balance-sheets as of June 30, 1949 and as of December 31, 1951 after acquisition of the 
Treasury stock. Show supporting computations in good form and identify all balances 
not eliminated from the Investment, Stock, Paid-in Surplus and Retained Earnings ac- 
counts. 


No. 4 


The R Manufacturing Company estimates its cost for a unit of product X to consist 
of the following: 
Material—5 lbs. @ $1.22 per lb. 
Labor—/7 hours @ $1.30 per hour 
Overhead is applied on a direct labor basis and need not be considered in this problem. 
The Company takes the raw materials purchased into Inventory of Raw Materials 
at $1.22 per pound, recording any difference between that price and actual purchase 
cost in a Price Variation-Materials account. The actual raw material used is issued to 
production at $1.22 per pound. The material cost and the actual direct labor cost for 
the month are recorded in separate work-in-process accounts. Finished goods inventory 
is debited and these process accounts are credited with the estimated cost of completed 
units. At the end of the month the finished goods account and the work-in-process 
accounts are adjusted to actual cost by spreading the differences between actual costs 
and estimated costs over the accounts in proportion to the amounts of estimated costs 
applicable to each of the accounts. Material price variation is spread over Inventory of 
Raw Materials, Work in Process and Finished Goods in the same manner as other varia- 
tions, but the amount applicable to Inventory of Raw Materials is left in the Variation 
account. 
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Account balances after adjustment for March 31, but before adjustment to actual 
costs for April 30, were as follows: 


Debit Debit 
Account Balances 3/31/52 Balances 4/30/52 
After Adjustment Before Adjustment 


The 3/31/52 balance of Work in Process-Materials includes $49.78 of Price Variation. Status of the work in 
process Was as follows: 


March 31, 1952 A pril 30, 1952 
Units % Completed Units % Completed 


During the month of April 1952, 510 units of product X were completed and trans- 
ferred to finished goods. 

You are to set up skeleton ledger accounts for all of the accounts affected by these 
transactions and prepare and post the adjustments necessary for the company as of the 
end of April 1952. 


Solution to Problem #1 


June 30, 1948 


To record sale of bonds at 98 


To record payment of interest 


(1) 

To adjust accounts for December accruals @) 
2 


To close expense account 


To record conversion of bonds. The credit to unamortized discount is com- 
puted as follows: 


Amortized in 19 months at $120.00 per month............ 2,280.00 


Bonds converted are 1/50 of total bonds therefore discount 
unamortized is 1/50 of $26,040.00, or.................. $ 520.80 
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December 31, 1950 


(1) 
To accrue coupon interest for December on $980, 000.00 of bonds outstanding 
(2) 
To write off bond discount applicable to December. (NoTE: The conversion on 
Feb. 1 reduced the monthly amortization by 2% from $120.00 per month to 
$117.60 per month) 
(3) 
To close interest expense: 
Eleven months @ $4, 200. 93. Pee 
$50 , 496.90 
Unamortized Bond 
Discount 
7-1-48 to 12-31-48 | Amortization for 6 months @ $120.00 per month.................. $ 720.00 
1-1-4) to 12-31-49 Amortiaation for 12 months..... ..... 1,440.00 
2-1-50 Write-off of balance applicable to $20,000.00 of bonds retired... .. 520.80 
2-1-50 to 12-31-50 Amortization for 11 months @ 117.60 per month.............. o 1,293.60 
$ 4,094.40 
Solution to Problem #2 
4, B, C, AND D 
Statement of Profit and Loss 
Six Six Six Six 
Months Months Months Months Total 
Ended Ended Ended Ended 
6-30-50 12-31-50 6-30-51 12-31-51 
Sales. . .e.eesess. $51,000.00 $170,000.00 $255,000.00 $374,000.00 $850,000.00 
Cost of sales... 35,700.00 127,500.00 204,000.00 299,200.00 666,400.00 
Gross profit..... .. $15,300.00 $ 42,500.00 $ 51,000.00 $ 74,800.00 $183,600.00 
Rent and other fixed costs...... $ 8,820.00 $ 8,820.00 $ 8,820.00 $ 8,820.00 $ 35,280.00 
Other expenses. . ; 4,200.00 14,000.00 21,000.00 30,800.00 70,000.00 
Partners’ salaries 8,000.00 11,750.00 14,750.00 14,750.00 49 ,250.00 


$21,020.00 $ 34,570.00 $ 44,570.00 $ 54,370.00 $154,530.00 
Net income or loss*. . .. *$ 5,720.00 $ 7,930.00 $ 6,430.00 $ 20,430.00 $ 29,070.00 
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A, B, C, AND D 
Statement of Partners’ Capital Accounts 
083.33 A B C D Total 
1-1-50 Original investment. .. $20,000.00 $ 30,000.00 $ 50,000.00 
6-30-50 Salary allowance... 4,000.00 4,000.00 ,000 
117.60 $24,000.00 $ 34,000.00 $ 58,000.00 
6-30-50 Net loss. $ 2,860.00 $ 2,860.00 $ 5,720.00 
6-30-50 Withdrawals... . 1,800.00 1,800.00 3,600.00 
$ 4,660.00 $ 4,660:00 $ 9,320.00 
Capital belances............- $19,340.00 $ 29,340.00 $ 48,680.00 
7-1-50 Admission of C.... ocr $ 25,000.00 25,000.00 
12-31-50 Salary allowances..... lank 4,000.00 4,000.00 3,750.00 11,750.00 
1231-50 Net Income................ 2,973.75 2,973.75 1,982.50 7,930.00 
$26,313.75 $ 36,313.75 $ 30,732.50 $ 93,360.00 
{2-31-50 Withdrawals. .... 1,800.00 1,800.00 1,800.00 5,400.00 
12-31-50 Capital balances.......... $24,513.75 $ 34,513.75 $ 28,932.50 $ 87,960.00 
320.00 1-1-51 Admission of D.......... $ 12,000.00 12,000.00 
: 6-30-51 Salary allowances........ ne 4,000.00 4,000.00 3,750.00 3,000.00 14,750.00 
720.00 6-30-51 Net Income...... Peas 1,929.00 1,929.00 1,286.00 1,286.00 6,430.00 
pone $30,442.75 $ 40,442.75 $ 33,968.50 $ 16,286.00 $121,140.00 
520.80 6-30-51 Withdrawals...... Fe ees 1,800.00 1,800.00 1,800.00 1,800.00 7,200.00 
293.0 630.51 Capital balances... $28,642.75 $ 38,642.75 $ 32,168.50 $ 14,486.00 $113,940.00 
004.40 12-31-51 Salary allowances............ 4,000.00 4,000.00 3,750.00 3,000.00 14,750.00 
12-31-51 Net Income.......... 6,129.00 6,129.00 4,086.00 4,086.00 20,430.00 
= $38,771.75 $ 48,771.75 $ 40,004.50 $ 21,572.00 $149,120.00 
y 12-31-51 Withdrawals....... 1,800.00 1,800.00 1,800.00 1,800.00 , 200.00 
12-31-51 Capital balances..... $36,971.75 $ 46,971.75 $ 38,204.50 $ 19,772.00 $141,920.00 
A, B, C, AND D 
Balance Sheet 
December 31, 1951 
Assets 
100.00 
100.00 $156,205.90 
00.00 Liabilities 
00 00 Capital accounts: 
70.00 $156,205.00 


_| 
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Solution to Problem #3 


June 30, 1949 
P S Eliminations Consolidated 
Assets Cor poration Company Balance 
Dr. Cr. Sheet 

Investment in S Company 

—2,800 shares........ $394,800.00 (1) $374,436.00 $20,364.00 Goodwill 

Liabilities 

Capital stock.... $350,000.00 $280,000.00 (1) 70 ,000 .00 Minority 
Paid-in surplus... . 74,300.00 59,440.00 (1) 14, 860.00 Minority 
Retained earnings. . 43,745.00 34,996.00 (1) 8,749.00 Minority 


Norte: The entry is made to eliminate the book value of the 2,800 shares of S Company stock at June 30, 1949, 
December 31, 1951 


P Adjustment Consolidated 
Assets Corporation Company Eliminati. 
Dr. Cr. Sheet 
Investment in S —3,500 
shares—cost. . . .. $519,800.00 (1) $24,848.00) $525,113.75 $28,984.25 Goodwil 
(2) 9,450.00 


$525,113.75 


Liabilities 
Capital stock..... 400 ,000.00 $350,000.00 50,000.00 Minority 
Paid-in surplus............0++++ 114, 300.00 100,012.50 14,287.50 Minority 
Retained earnings. ..... 85 ,830.00 75,101.25 10,728.75 Minority 
Consolidated retained earnings. (1) $34,298.00 
(2) 9,450.00 


$525,113.75 


Norte: The eliminations are made on the basis of book value at the date of balance sheet. 


Explanations 


Adjusting entry one is made to take up 80% of oy) S Company undistributed earnings from June 30, 1949 to 
December 31, 1950. (80% of $31,060.00 is $24,848.00. 
Adjusting ‘entry two is made to take up 6/7 of the S Company undistributed earnings from January 1, 1951 
to December 31, 1951. (6/7 of $11,025.00 is $9,450.00.) 
The consolidated goodwill is computed as follows: 
First purchase—2,800 
Book value at acquisition: 
Capital stock. .... 


$350,000.00 

74,300.00 

$468 ,045 .00 


Second purchase—200 shares—2/35: 

Book value at acquisition: 

Capital stock. .... $350,000.00 

00 


Goodwill. .... 


Third purchase: 


Equity in book value after purchase (7/8 of $600,130.00)......... $525,113.75 

Equity in book value immediately before purchase 
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Solution to Problem #4 
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Finished Goods 


$10 units @ 5 Ibs. per unit=2,550 lbs. @ 


$1.22 per lb.... 
Material quantity variance. 
Material price variance. .. 
Labor—510 units—3 , 570 hrs. 
Labor variance. . 


$3,111.00 | 
418.95 | 
243.49 

4,641.00 
148.52 | 


W ork in Process—M aterial 


Opening inventory: 
Estimated cost. 
Price variance. 


Raw material received, 2,813 lbs. 


Material price variance. . 


| $3,111.00 Transfer to finished goods 
$ 721.02 | 418.95 Applicable to finished goods material 
49.78 | quantity variance 
3,432.10 | 49.78 Distribution of price variance 
42.97 


Inventory—Raw Material 


Opening inventory... 
Purchases (2,967+-lbs.) . 


. $10,485.90 


$3,432.10 Raw material issued (2,813 lbs.) 


3,619.98 | 


Raw Material—Price Variance 


Opening inventory of raw material.. 


Variance on purchases. . . 


$ 723.55 | $ 236.68 Distribution of price variance 
249.73 | 


Labor in Process 


Opening inventory... 
Labor cost incurred. . 


$ 731.15 | $4,641.90 Transfer to finished goods 
4,668.79 148.52 Labor variance applicable to finished 


goods 


Note: The entries for material transfers and purchases and transfer of labor cost and labor cost incurred were 
built up by working back from finished goods through the in-process and raw material accounts. 


Inventory of raw material... 

Raw material price variance. 

Accounts payable........ 
To record purchases 


Labor in process..... 
Accrued payroll 


To record labor cost incurred 


Work in process—material. . 
Inventory of raw material. 


To record transfer of raw material to work in process 


Finished goods 
Work in process—material 


To record transfer of estimated cost of finished material — 


Finished goods. .. .. . 


Labor in process. 


To transfer estimated cost of finished labor 


Finished goods. . . 
Work in process—material 


To adjust accounts for material quantity variance. (See schedule A) 


Finished goods. ....... 
Work in process—imaterial. .. . 


Raw material price variance. 


Work in process material. 


To allocate price variance. .. (See Schedule B ) 


Finished goods. .. . . 
Labor in process. . 


(1) 
249.73 
(2) 
$4,668.79 
(3) 
$3,432.10 
(4) 
$3,111.00 
(S) 
$4,641.00 
(6) 
418.95 
42.97 
49.78 
(8) 


To adjust accounts for labor cost variance. (See Schedule C) 
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SCHEDULE A 
Material in Process 


Actual werghi 
Opening inventory of work in process et. 02+1.22). 
Raw material received 


Total. . 


Estimated weight 
Transfer to finished goods ($3, 111.00+1.22) 
Ending inventory of work in process: 
50 unitsX.3 X5.. 
100 unitsX .75X5 


Material quantity variance. . 


Value of quantity variance 404 $1.22 


Allocation of Material 
Quantity Variance 


Estimated material cost of finished goods. .. 
Estimated material cost of work in process: 
450 lbs. @$1.22.. 


Total estimated cost. . 


Charge to finished goods. . . 
Charge to work in process—materials. 


SCHEDULE B 
Price variance included in material in process. 
Balance of price variation account. . 


Total to be allocated... 


Allocation 
Finished goods: 
Estimated material cost of estimated quantity. 
Estimated cost of excess quantity 


Material in process: 
Estimated material cost of estimated quantity. 
Estimated cost of excess quantity . 


Estimated cost of raw material inventory.. 


Charge finished goods (23.8% of $1,023.06). 


Charge work in process senherted. . 
Charge raw material inventory. 
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$3,111.00 
418.95 


591 Ibs. 
2,813 Ibs. 


3,404 Ibs. 


2,550 lbs. 


75 Ibs. 
375 lbs. 


3,000 Ibs. 
404 Ibs. 


$ 492.88 


$ 3,111.00 
549.00 
$ 3,660.00 


$ 418.95 
73.93 


$ 1,023.06 


$ 3,529.95 


622.93 
10,673.78 


$14,826.66 
$ 243.49 
42.97 
736.60 


$ 1,023.06 
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SCHEDULE C 
Allocation of Labor Variance 
Actual labor cost: 
Opening inventory of work in process Gil $ 731.15 
Labor cost incurred during April 4,668.79 
Estimated labor cost: % 
66 eonds. $4,641.00 88.7 
Work in process at April 30: 
50 units 10% finished equal to 5 units 
100 units 60% finished equal to. 60 units 
65 units @ $9.10 591.50 11.3 
Total estimated cost $5,232.50 100.0 


% $ 167.44 
5.0 
5.0 
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ASSOCIATION NOTES 


E. Buri AUSTIN 


ALABAMA 
University of Alabama: 


The University was host in May to the 4th 
annual meeting of the Southeastern Section of 
the American Accounting Association. The pro- 
gram included as speakers RUSSELL BOWERS, 
University of Georgia; Wrtt1am P. Carr, Loyola 
University; E>warp H. ANDERSON, University of 
Alabama; RosBert L. Dickens, Duke University; 
V. H. Vincent, University of Tennessee; HARVEY 
T. Detnzer, University of Florida; H. M. Hecx- 
MAN, University of Georgia; RrcHarp C. LyTLE, 
American Institute of Accountants; GrorcE R. 
HusBANnD, Wayne University; Leo HERBERT, 
Louisiana Polytechnic Institute; FRANKLYN H. 
SWEET, Spring Hill College; and W. W. Littte- 
JOHN, Mississippi State College. 


CALIFORNIA 
Los Angeles State College: 


Mary E. Murpny has joined the staff of the 
Department of Business Administration, having 
been formerly associated with Hunter College in 
New York. Miss Murpny attended the Interna- 
tional Congress on Accounting in London in June, 
1952. 


La Sierra College: 


W. E. ANDERSON has become Business Man- 
ager of the college after formerly serving as Head 
of the Division of Business and Economics. 

RALPH KooreNnny has been promoted to as- 
sistant professor. 


Golden Gate College: 

Recent additions to the faculty of the School 
of Accountancy include SAMUEL R. MACNEAL, 
R. THomas, and CuHartes G. STEEL. 

COLORADO 
University of Colorado: 


HERMAN I. ARENSON was on a faculty fellow- 
ship during the spring semester engaged in re- 
search. 


University of Denver: 


R. B. McCosu has returned after spending 
fifteen months in graduate study at the University 
of Indiana. 


Oscar S. GELLEIN has returned after spending 
twelve months in graduate study at the Uni- 
versity of Texas. 

Epwarp J. McNary has been appointed to 
the accounting staff. 

Otto BuTTERLY addressed the Colorado So- 
ciety of CPA’s and the Denver Chapter of NACA 
on income tax changes in the 1951 Act; Say 
BuTLER addressed the meeting on excess prof- 
its tax changes in the 1951 Act; and J. J. Kesset- 
MAN addressed the same meeting on the measure- 
ment of income in a period of inflation. 


GEORGIA 
University of Georgia: 
Joun F. Burke died in February. 


ILLINOIS 
Northwestern University: 


ALEXANDER EULENBERG addressed the Toledo 
Chapter of NACA in February on the subject 
“Uncle Sam Chisels, Too.” 

HELEN F. McGituicuppy gave a talk on ac- 
counting for defense contracts and renegotiations 
before the annual meeting of the American Wo- 
men’s Society of CPA’s in Washington last Octo- 
ber. 

SAMUEL SAKOL gave a talk in October on es- 
tate planning before the Illinois Society of CPA’s. 


Roosevelt College: 


Irvinc TENNER recently spoke before the 
Federal Government Accountants’ Association 
on internal control as it applies to government. 
University of Illinois: 

H. L. NEwcomer has been granted a disability 
leave of absence, his place being filled by the recall 
to duty of emeritus professors E. J. Firpey and 
E. L. THEIss. 

R. I. Dickey has accepted emergency appoint- 
ment as Assistant Dean of the college until Sep- 
tember. 

C. A. Moyer is directing the study of account- 
ing organization and procedures for the State of 
Illinois. He will be assisted and advised by M. K. 
KELLocc and Lroyp Morey, respectively. 

MrnG-Po Hsv has recently received his Ph.D. 
degree in accounting and has joined the New York 
staff of Arthur Andersen & Company. 
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M. GREEN has recently been recalled 
from government service to become Dean of the 
College of Commerce. 


INDIANA 

University of Indiana: 

INcGVALD WALFRED Atm died in September. 

Rosert G. FAtts has returned to the faculty 
at Anderson College. 

Ratpx D. Swick was appointed lecturer in ac- 
counting last year. 

Harotp Q. LANGENDERFER has recently been 
appointed lecturer in accounting. 


KANSAS 
University of Kansas: 

Rosert A. PAGE has been appointed assistant 
instructor. 

Howarp F. STETTLER has been appointed Secre- 
tary of the State Board of Accountancy. STETTLER 
recently addressed an extension class of purchas- 
ing agents on budgeting. 

The School of Business presented a tax confer- 
ence in December which featured a talk on the 
1951 excess profits provisions by LEONARD Raum, 
Office of the Chief Counsel, Bureau of Internal 
Revenue. 

Joun G. BLockeER is on sabbatical leave to 
visit other schools of business to observe work in 
accounting. 


LOUISIANA 
Louisiana State University: 

Lioyp F. Morrison is acting as head of the 
department during the illness of E. A. Saliers. 

C. L. Dunn presented a paper before the South- 
western Social Science Association in April on 
the validity of the cost principle in accounting for 
depreciation. 

MARYLAND 
Johns Hopkins University: 

LEoNARD B. Row es spoke before the Mary- 
land Association of CPA’s recently on the new 
tax law. 

Rosert L. Strmer recently passed the CPA 
examination. 

MASSACHUSETTS 


Massachusetts Institute of Technology: 


Rosert G. JAMEs has been appointed Business 
Manager of the Nursery Training School of 
Boston. 
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Joun A. Beckett is a Director of the Boston 
Chapter, NACA. 


MICHIGAN 
Michigan State College: 


James D. Epwarps has joined the staff as in- 
structor in accounting. 

Joun W. RuswWInckEL addressed the Kalama- 
zoo Chapter of NACA last fall on the topic “Back 
To School the Visual Way.” 


University of Detroit: 


RaymonD H. ZuLauF has been made Acting 
Director of the Department of Accounting. 


University of Michigan: 

SAMUEL R. HepwortH has left the staff to 
accept appointment at the University of Cali- 
fornia. 

MISSISSIPPI 
Mississippi State College: 


R. S. Worrorp has recently been appointed 
assistant professor. 


NEW JERSEY 
Rutgers University: 


WiiiaAm J. von MINDEN addressed the joint 
meeting of New Jersey Bankers’ Association and 
New Jersey Society of CPA’s on what the Certi- 
fied Public Accountant expects of the banker. 


NEW YORK 
Long Island University: 


Leo Scutoss, B. Kravitz, Hyman S. 
Laus, Woiitzer, and Hyman R. Go.p- 
BERG served as a panel at a forum on income taxes 
recently sponsored by the University. 

Srpney B. Kaan, Vice President of the New 
York Society of CPA’s, lectured before the stu- 
dent body in April on the subject of accountants’ 
working papers. 


NORTH DAKOTA 
University of North Dakota: 


Lioyp NyGAARD has replaced Dents Forp as 
instructor in accounting. 

R. D. KopPpENHAVER was reappointed Secre- 
tary-Treasurer of the North Dakota Society of 
CPA’s and as Secretary-Treasurer of the North 
Dakota State Board of Accountancy. Kopren- 
HAVER recently addressed the Knights of Colum- 
bus on the changes in the 1951 income tax law. 

Tuomas CLiFForD, R. D. KoppeNHAVER, and 
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Lupwik Kutas put on nine income tax clinics 
throughout the state on the changes in the 1951 
tax law which affect the farmer. 


OHIO 
John Carroll University: 


During the current year the faculty engaged in 
teaching accounting are Irvinc K. CHRISTIAN- 
SEN, JoHN A. SELESKAR, FRANK DEVLIN, and 
Joun Leste. Also serving as lecturers are T. L. 
GALLAGHER, C. C. HEINTEL, JoHN D. KUTEN, 
Mortiska, FRANK McGurr, and JoHN 
MOLNAR. 

Western Reserve University: 

T. M. Dickerson was an official delegate to 
the 6th International Congress on Accounting in 
London in June, 1952. 


RosBeErt G. ALLyn and A. L. SHUGARMAN have 
been promoted to the rank of associate professor. 


OKLAHOMA 
University of Tulsa: 

The University was host in May to the 6th 
Annual Conference of Accountants. The program 
featured as speakers H. M. Cons, President of 
the Institute of Internal Auditors; A. E. Wore, 
Vice President Standard Oil Company; E. H. 
LoostEy, Continental Oil Company; JouNn G. 
BARTRAM, Stanolind Oil & Gas Company; W. L. 
NELSON, University of Tulsa; A. R. BELL, Jr., 
Deep Rock Oil Corporation; Hiram T. Scovitt, 


University of Illinois; V. R. DRAPER, Price Water- 
house & Co.; H. H. KAVELER, Philips Petroleum 
Company; M. D. Kirk, Sunray Oil Company; 
and PRESLEY For, Jr., Haskins & Sells. 


PENNSYLVANIA 
University of Pennsylvania: 
RoBeErT B. MitTcHELL spoke before the Con- 


trollers’ Institute in Bridgeport, Connecticut, on 
the Renegotiation Act of 1951. 


Duquesne University: 


R. H. Mouter has left the faculty to accept 
an accounting position with the Air Force in 
Washington. 


Pennsylvania Siate College: 


James E. LorDEMAN has left to join the Ford 
Motor Company. 

Lioyp CALLow has joined the United Nations 
staff in Lebanon. 

Recent additions to the staff include Rocer 
RoBERG from the University of Denver and Don- 
ALD BEAL from Penn State. 


TEXAS 
Texas Christian University: 


LELAND McCtovp has joined the staff as di- 
rector of research. 

Extis M. SowEtt addressed the Texas Mental 
Health Association in March on recent trends in 
human relations in industry. 


Chas 


= 
G 
n 
An 
I 
A 
1 
Bus: 
( 
Five 
a 
( 
aus} 
gan 
hist 
wor 
cou 
fielc 
arri 
whi 
rat] 
pro 
por 
inc 
to] 
tior 
Six 
ini 
: 
of | 
the 
vie 
an 
un 
the 
of 
ou 
cla 
by 
pri 
rai 
qu 
me 
rer 
me 
wi 
an 
se 


iter- 
pum 
iny; 


on 


cept 
> in 


‘ord 
ions 


GER 
)ON- 


BOOK REVIEWS 


ARTHUR M. Cannon, Editor 
Accounting and Auditing 


Changing Concepts of Business Income. Report of Study 
Group on Business Income. (New York: The Mac- 
millan Company, 1952, Pp. x, 160. $2.00.) 


An Inquiry into the Nature of Business Income under 
Present Price Levels. Arthur H. Dean. (New York: 
American Institute of Accountants, 1949. Pp. viii, 
112. $1.00.) 


Business Income and Price Levels, an Accounting Study. 
George O. May. (New York: American Institute of 
Accountants, 1949. Pp. x, 122. $1.00.) 


Five Monographs on Business Income. Sidney S. Alex- 
ander, Martin Bronfenbrenner, Solomon Fabricant, 
Clark Warburton. (New York: American Institute 
of Accountants, 1950. Pp. 11, 272. $1.00.) 


The Study Group on Business Income, under whose 
auspices the above volumes were published, was or- 
ganized in the fall of 1948 for the purpose of making a 
historical study and survey “...of the uses of the 
word ‘income’ and terms associated therewith in ac- 
counting, and in the business, economics, and political 
fields.” It was not expected that the Study Group would 
arrive at a general agreement upon the “‘. . . senses in 
which the word ‘income’ could properly be used,” but 
rather that there could be secured “. .. a greatly im- 
proved starting point for the determination of such im- 
portant economic issues as the relation between business 
income, as now commonly computed, and real ‘ability 
to pay’.”” The members of the Study Group were drawn 
from the fields of public and private accounting, educa- 
tion, economics, government, labor, law, and research. 
Sixty-one individuals are listed as having participated 
in its work. 

The first paper published, An Inquiry into the Nature 
of Business Income under Present Price Levels, explores 
the evolving concept of income from the legal point of 
view. Its author, a partner in the legal firm of Sullivan 
and Cromwell, lays the foundation of the problem 
under consideration in capable manner, emphasizes 
the severity of the fluctuations in the purchasing power 
of the monetary unit experienced over the years, points 
out the importance of the problem to respective income 
claimants, and analyzes some of the expedients used 
by business to cope with the problem of fluctuating 
price levels in the measurement of income. There are 
raised and considered numerous primary and collateral 
questions respecting various phases of income measure- 
ment. The last half of the monograph is devoted to a 
teview of court decisions, pronouncements by govern- 
mental commissions, statutory provisions, and the like, 
which deal with the problem of income measurement. 

The second paper, Business Income and Price Levels, 
an Accounting Study, written by George O. May, former 
senior partner of Price, Waterhouse and Co., examines 


the evolving concept of income from the accounting 
point of view. The historical development of accounting 
concepts, postulates, and conventions is traced, and 
their respective stages of development related to the 
conditions and purposes which influenced their being. 
The accounting for capital assets, inventories, and de- 
ferred charges is held to be deficient from the standpoint 
of the requirements of income measurement in periods 
of wide price level changes. LIFO, however, is viewed 
as correcting to a considerable extent deficiencies in ac- 
counting for inventories. It is tentatively proposed that 
where depreciation is of significant amount the account- 
ing deficiency be corrected by making a supplementary 
charge against revenue, the credit being made to a spe- 
cial reserve for increased replacements costs. The spe- 
cial reserve would be increased with each rise in the 
price level and decreased with each decline in the price 
level. Failing the acceptance of the proposal thus to 
modify depreciation accounting, it is advocated that a 
portion of net income as customarily measured be 
credited to the special replacement reserve; the balance 
of net income would then be designated as the in- 
come for the year expressed in current dollars. The 
author expresses the opinion that real income measured 
in terms of current monetary units will in the future 
prove to be the most useful concept of income both from 
the standpoint of the individual enterprise and from 
the standpoint of the economy as a whole. 

The third volume, Five Monographs on Business 
Income, contains five papers which deal with various 
phases of the economic concept of income, a report of 
the Study Group’s discussion of these monographs, and 
a paper presenting The Case Against Change in Present 
Methods of Accounting for Exhaustion of Business Prop- 
erty. The first monograph, Income Measurement in a 
Dynamic Economy, was written by Sidney S. Alexander, 
member of the economics staff of the International 
Monetary Fund. Income is defined as the amount of 
wealth that a person, real or corporate, can dispose of 
over a period of time and be as well off at the end as at 
the beginning. The improvement in position is measured 
by the difference between the capitalized values of a 
business entity at the beginning and at the end of the 
period, allowance being made for distributions and new 
investments. Both capitalizations are determined by 
capitalizing expected future earnings. Going concern 
value is included in both capitalizations and in most 
cases changes in the going concern value will constitute 
the chief income constituent. Correction is also made 
for changed money values. This view of income is said 
to be an accrual concept of income. 

Accounting income is designated as realized income, 
measured without making allowance for changed 
money values, for changes in going value, or for changes 
in the value of assets not directly or indirectly disposed 
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of. The accountant is viewed as seeking to avoid the 
problems implicit in changing asset and changing money 
values. The objectivity thereby obtained is held to con- 
tribute to misleading results, the subjectivity inherent 
in the situation being passed to readers of the account- 
ing statements. The economic measurement process, on 
the other hand, is influenced by the precise nature of the 
income concept. Mechanics thus exercise a much greater 
influence in the accounting than in the economic meas- 
urement process. Income as measured from the econ- 
omist’s point of view is held to be more useful for many 
purposes than is income measured in the accounting 
manner. 

The second of the five monographs, Business Income 
Concepts in the Light of Monetary Theory, presented by 
Martin Bronfenbrenner, Professor of Economics at the 
University of Wisconsin, sets forth the opinion that 
over the long run the value of money will continue to 
decline. It is further expected that with this continued 
development public feeling against high business income 
will lose much of its force, that business savings and 
investment will increase, that these will contribute to 
increased output, and that finally profit margins will 
decrease. Present accounting practices developed dur- 
ing periods of either stable or falling prices when the 
assumption of stable money values contributed to the 
conservative measurement of income. These practices 
are not equally acceptable in periods of rising prices; in 
fact, they may contribute to serious economic malad- 
justment. Before changing present accounting practices, 
however, accountants need to be convinced that prices 
have shifted significantly in an upward direction and 
that practical means of correcting them are available. 
Any modification of the present method of measuring 
income should: (1) contribute to substantially more 
accurate interpretation of accounting data; (2) be as 
simple as possible mathematically; (3) be applied in con- 
sistent manner to both working and fixed capital; (4) 
be applied in consistent manner in periods of falling as 
well as rising prices. 

In the opinion of the author the venture concept of 
the business process has outlived its usefulness; the 
continuum concept is more consistent with the realities 
of twentieth-century business practice. Under it the 
business is viewed as a going and unified concern rather 
than as a continuous series of separate and loosely re- 
lated individual ventures. Before there can be earnings 
the capital contributed to the firm must be maintained. 
In the author’s opinion thorough application of the con- 
tinuum concept would bring the accounting for fixed 
capital into line with the results if not the practice of 
the LIFO method of inventory accounting. 

In an appendix to the paper there is presented an 
algebraic analysis of a possible method of correcting the 
depreciation charge to reflect price level changes. 

The third monograph, Business Costs and Business 
Income under Changing Price Levels, the Economist’s 
Point of View, was written by Solomon Fabricant, Pro- 
fessor of Economics at New York University. It is a re- 
print of an article which previously appeared in The 
Journal of Accountancy and summarizes some of the 
difficulties encountered by economists in correcting ac- 
counting statements of business income for purposes of 


incorporating their results into the national income 
figure. Chief among these difficulties are the adjust. 
ments necessary to correct accounting figures so that 
they reflect changed dollar values. It is held that if 
social income is to be an acceptable expression the 
business income included therein needs to be measured 
by relating costs to revenues on a uniform price level 
basis. 

Monograph No. 4, The Varied Impact of Inflation on 
the Calculation of Business Income, was also written by 
Solomon Fabricant. It, too, is a short reprint of a pre- 
vious article. It sets forth the thesis that the measure- 
ment of profit in different industries is affected in vari- 
able manner by fluctuating price levels, depending upon 
the varying importance of physical assets in the operat- 
ing processes, the varying turnover experiences of the 
assets employed, the variation in accounting procedures, 
and the like. 

Clark Warburton, economist with the Federal De- 
posit Insurance Corporation, is the author of Mono- 
graph No. 5, Monetary Theory and the Price Level Trend 
of the Future. The author sets forth the thesis that mone- 
tary management has reached a point where by applying 
the principles of the law of supply and demand to 
money, fluctuations in the price level can be controlled, 
and that reasonably stabilized price levels can be main- 
tained. This is contrary to the thesis set forth in Mono- 
graph No. 2 wherein it is held that basic conditions sup- 
port the belief that price levels will continue to rise. 
Business groups are advised that at the time stabiliza- 
tion of the price level becomes a matter of public policy 
they should seek legislation permitting them to adjust, 
tax free, their accounts to reflect the newly established 
price-level. For purposes of such adjustments there is 
needed a more comprehensive index of final product 
prices than is now available. 

The Discussion of the Monographs by the Study Group 
on Business Income was concentrated mainly on the 
thesis set forth in Monograph No. 1; namely, that busi- 
ness income from the point of view of economics is the 
full amount by which a business firm’s position is im- 
proved over a period of time, including going concern 
value and both realized and unrealized increments and 
decrements. The difficulty of implementing this concept 
of income was frankly admitted; it was contended, 
nevertheless, that the concept serves as a criterion for 
judging any measurement processes that are used. These 
are more nearly satisfactory to the extent that they ap- 
proximate the ideal implicit in the concept. Mr. Alex- 
ander held that income as thus measured would prove 
to be the most useful approximation that could be se- 
cured. Income as customarily measured in accounting 
approximates the ideal of the concept only when price 
levels are stable and when the value expressions of the 
operating assets do not change. 

The accountants in the Study Group held the con- 
cept not capable of implementation. Accounting, in 
their opinion, records transactional experiences; the 
measurement of changes in unrealized values, and in 
going value, are therefore not generally included within 
its province. Further, the economic concept of income 
does not fit into the framework of basic accounting as- 
sumptions. Some members of the Group were therefore 
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of the opinion that the economic concept of income was 
of little practical use, although it was rather generally 
agreed that changes in the value of money are a factor 
in the measurement of income. 

The final paper in Five Monographs on Business In- 
come, The Case Against Change in Present Methods of 
Accounting for Exhaustion of Business Property, was 
written by George O. May. Mr. May voluntarily under- 
took the task of writing up the case for the opposition 
when the Group was unable to persuade anyone gen- 
uinely opposed to changing present accounting methods 
to do so. In presenting the case of the opposition, LIFO 
and the correction of present methods of computing de- 
preciation to reflect price level changes are rejected. It is 
held that anything done about the price level problem 
should be done on a supplementary basis. The negative 
argument would perhaps be more convincing if it were 
not interspersed with qualifying comments of an af- 
firmative nature. 

The studies summarized above were presented to the 
Study Group by their authors. They were not made the 
subject of group expression of approval or disapproval. 
The fourth study, Changing Concepts of Business In- 
come, constitutes the Study Group’s report. Of the 
sixty-one individuals listed as having been at one time 
or another either members of the Group or participants 
in its work, about fifty were members. Seventeen of the 
members for one reason or another did not participate 
in the final report and neither approved or disapproved 
of it; eight individuals disagreed with various aspects 
of the report; and eight individuals submitted modify- 
ing comments. Seventeen members of the group there- 
fore apparently approved of the report without modify- 
ing dissent or comment. Of the eighteen or nineteen 
accounting members of the Group only eight approved 
it without dissent or comment. The dissents and modify- 
ing comments submitted are published as the final sec- 
tion of the report. It should further be stated that any 
approval given to the report is to be interpreted as being 
given only to the summary and conclusions set forth in 
Section 8. Acceptance of the preceding technical sec- 
tions is not necessarily implied. 

The report proceeds upon the thesis that the measure- 
ment of income is the basic goal of accounting. Income 
is measured, however, within an accepted framework of 
conventions, postulates, and principles rather than be- 
ing a product of the application of natural laws. Meas- 
ured income, therefore, does not have the characteris- 
tics of finality and inevitability; it is rather a relative 
result. The accounting concept of income must be a con- 
cept which is capable of being readily implemented, 
which is in reasonable conformity with concepts of other 
types of income, and which contributes to a measured 
result that is useful for the major purposes for which 
income determinations are to be used. 

Business income is generally viewed as realized in- 
come, in the measurement of which monetary stability 
has traditionally been taken for granted. In periods in 
which the assumption of monetary stability is unreason- 
ably inconsistent with the facts a more satisfactory in- 
come figure is to be secured by expressing both revenues 
and revenue charges in units of uniform purchasing 
power. For the present the primary statements may 


continue to be prepared in customary manner. How- 
ever, supplementary information upon which the inde- 
pendent accountant should be expected to express his 
opinion should be provided which will facilitate the con- 
version of the measured income resultant into the 
amount that would be secured were revenue charges 
related to revenues in terms of uniform purchasing 
power units. The framework of accounting should ulti- 
mately be expanded so that income will be both meas- 
ured in units of uniform purchasing power and the ef- 
fects of dollar value changes stated separately. Further, 
systematic disclosure of the methods used in measuring 
income is held to be highly desirable. 

Chapters other than the Introduction, Summary and 
Conclusions, and Comments and Dissents are devoted 
to a general consideration of concepts of income, a his- 
torical survey of the development of accounting prin- 
ciples, the consideration of important current account- 
ing problems, and contrasting economic and legal view- 
points of accounting. 


The publications of the Study Group constitute an 
exceedingly important contribution to accounting liter- 
ature. They contain a commendable account of the evo- 
lution of accounting thinking respecting the question of 
income measurement. The concise and summary man- 
ner followed in presenting much of the material, es- 
pecially in the final report, made possible a historical 
survey and supporting coverage that would otherwise 
have required a far greater number of pages to present. 
Reading of the studies leaves one with the impression 
that a relatively small number of pages have accom- 
plished the miracle of taking him over the route of a 
long journey. 

The Study Group is to be highly commended for the 
service which it renders in focusing attention upon the 
deficiency of the accounting income measurement proc- 
ess in periods of widely fluctuating prices, and for 
championing its reform. The Group correctly views the 
LIFO method of inventory valuation as a means of cor- 
recting the cost of goods sold figure so that it will more 
adequately reflect changes in the value of the dollar. 
This view of LIFO has too long been neglected. The 
Group further advocates the application of some similar 
type of correction to the process of charging the cost 
of fixed physical assets against revenue. Official support 
for such a reform has been all too slow in coming for- 
ward. Consistent application of historical mechanical 
processes has all too long been allowed to dominate the 
accounting measurement of income at the expense of the 
significance of the measured result. 

Despite the excellence of the material which the 
studies contain and the advancement in thinking which 
they represent, it is nevertheless possible to take 
issue with them on various points. The highly summar- 
ized manner of presenting much of the material con- 
tributes to an impression that it is of a selective nature 
and leaves the reader with the feeling that the back- 
ground and the practices of accounting are more uni- 
form than is actually the case. The statement, for in- 
stance, that prior to World War I “. . . the realization 
postulate and the related ‘cost principle’ were not a 
part of the accepted doctrine” (p. 25—Changing Con- 
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cept of Business Income) is illustrative. While there is a 
question as to the degree of acceptance which must exist 
before any practice can be said to be accepted, Hatfield 
appears to have been of the opinion that the realiza- 
tion postulate and the cost principle were accepted some- 
what prior to World War I. In his Modern Accounting 
(copyrighted under date of 1909) he held that “Profits 
are in fact realized when once the transaction is com- 
pleted” (p. 227). And further, that “The opinion of ac- 
countants, always siding toward wise conservatism, is 
well-nigh unanimous against taking profits on unsold 
goods” (p. 224). “General usage,” he stated, “prescribes 
that merchandise on hand shall be inventoried at cost 
rather than at selling price.” He also stated that “. . . 
the German commercial code, in many respects a guide 
to those whose accounting practices are so free from legal 
control, in attempting to prevent overvaluation pre- 
scribes that the cost price of merchandise must be 
taken, except where there is a publicly quoted price 
. . . which is lower than the cost price”’ (p. 102). “Ameri- 
can practice,” said Hatfield, “agrees with German law” 
(p. 102). 

The objective of the study project is set forth as the 
“survey and historical study of the uses of the word 
‘income’ and terms associated therewith in accounting 
and in business, economics, and political fields” (p. 
140—Changing Concepts of Business Income) to the end 
there might be provided “a greatly improved starting 
point for the determination of such important issues as 
the relation between business income, as now commonly 
computed, and ‘real ability to pay’.” The study goes 
far beyond the projected goal, however, and actually 
reaches a decision as to the measurement of business in- 
come which, in the light of current experience, is be- 
lieved to be more nearly expressive of “ability to pay.” 
It nevertheless falls short of treating all of the impor- 
tant questions which Dean raised in the first monograph 
published. 

“Ability to pay” is a relative concept frequently 
encountered in the field of taxation. Two questions are 
at issue: (1) If business organizations are permitted 
to adjust their depreciation charges to reflect changes 
in the measurement significance of the dollar, does 
equity require that they also incorporate into their 
income computations the price-level gains and losses 
they experience on their money items (cash, receivables, 
liabilities)? (2) If business organizations are permitted 
to adjust their depreciation figures to reflect changed 
money -values, does equity also require that financial 
erganizations and the owners of government bonds be 
allowed to make adjustments of a similar nature in 
computing their income? The answer given to both 
questions in the studies is negative, although there is 
not uniform agreement thereon. 

Fabricant, for instance, states that “... the gains 
and losses resulting from changes in the burden of debt 
as price levels rise or fall influence greatly the distri- 
bution of purchasing power. For that reason these gains 
or losses also must find a place in a discussion of the 
economic measurement of income” (p. 153—Five Mono- 
graphs on Business Income). The final report itself con- 
tains the following statement: “It should be possible to 
begin our reform by adjusting costs merely to reflect de- 


preciation in the value of the dollar, and not apprecia. 
tion, because today the long-term trend in the purchas. 
ing power of the dollar, at least as judged by the expe- 
rience of the past eighteen years, has been merely moving 
in one direction—downward. Moreover, we might at 
first limit the application of such reform to the income 
statement, adjusting cost to reflect depreciation in the 
value of the dollar merely as and when those costs are 
matched against revenue in determining the income 
for a particular year. This would, of course, include the 
portion of costs representing exhaustion of assets at- 
tributable to such year, and not only tangible assets, 
the exhaustion of which is physical or due to obsoles- 
cence, but also intangible money assets, such as cash, 
accounts receivable, bonds, and so forth, the deprecia- 
tion in value of which is occasioned directly by the de- 
preciation in the value of the dollar” (p. 102). On the 
matter of the relative treatment to be accorded the 
holders of money and government bonds Alexander 
states that if they “...are not to be indemnified for 
their real loss brought about by the rise in prices, those 
property owners who have escaped that loss by owning 
assets whose prices have risen may equitably be taxed 
on their money gain” (p. 79—Five Monographs on Busi- 
ness Income). 

The arguments advanced to support the conclusion 
that equitable treatment does not require adjustment 
of the bond investor’s and the financial organization’s 
customary method of measuring income, and possible 
criticisms of these arguments, may be summarized 
somewhat as follows: 

(1) It is asserted that capital value does not enter 
into the computation of income in the case of interest 
received from a bond investment. Thus the argument 
“«. . . that if the dollar amount of corporate depreciation 
is to be converted into equivalent current dollars every- 
body else’s dollar must be similarly treated” (p. 57— 
Business Income and Price Levels, an Accounting Study) 
is met in the following manner: “Consider the case of A, 
a business corporation, and B, a holder of government 
bonds. A’s income is in the form of R—(C+D), where 
R is Revenue, D Depreciation and C all other Ccsts. 
The bondholder’s income is in the simple form I (Inter- 
est). If R, C and I are all measured in terms of the same 
unit but D is not, B cannot be unfairly affected by 
granting A’s request that D also be expressed in that 
unit” (p. 57, Ibid). 

The point made would appear.clearly to beg the 
question. Suppose that the bonds are acquired at a 
premium and that the premium is amortized as interest 
is received? Again, if it be admitted that income can 
exist only if the principal sum is recovered, how is any 
decreased purchasing power of the principal at the 
maturity of the loan, as against the purchasing power 
of the initial loan, to be treated? Depreciation represents 
the recovery (or loss) of an invested amount. Is the cause 
of equity fully served if the investor in physical goods is 
permitted in determining income (for tax and other pur- 
poses) to recover his investment in terms of purchasing 
power, while the investor in bonds is restricted to mone- 
tary recovery? 

(2) It appears to be assumed that an investment in 
physical goods differs in some manner or other from an 
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investment in financial items. ‘Financial entities which 
do business in money claims” are stated to “have vir- 
tually no problem of exhaustion of physical capital.” 
“Their assets and liabilities, their revenues and costs” 
are said to “move automatically from one level of pur- 
chasing power to another” (p. 82—Changing Concepts of 
Business Income). And again, it is stated that financial 
corporations “. . . have no inventory problem and only 
relatively insignificant problems in relation to wasting 
physical assets; their assets and liabilities are nearly 
all in the nature of money claims. Fluctuations in the 
value of the monetary unit create no problems in their 
determination of income from domestic corporations” 
(p. 72 Ibid). 

Again, the argument appears to beg the question. 
Are not the investment in physical assets and the invest- 
ment in stocks and bonds both financial investments? 
Isnot the accounting measurement of income a financial 
measurement process? If so, if the investment in phys- 
ical assets is to be interpreted as a purchasing power 
investment, how is one to avoid interpreting the invest- 
ment in stocks and bonds as a purchasing power invest- 
ment? If in measuring income the investment in physical 
assets is chargeable against revenue on a purchasing 
power basis (pro rata), how doves one escape the conclu- 
sion that when the financial organization sells its stock 
and bond investments profit and loss can equitably be 
determined only by charging the cost of the stocks and 
bonds sold against the revenue received on a purchasing 
power basis? Further, do not assets basically represent 
the capital investment? In charging depreciation against 
revenue on a purchasing power basis the capital of the 
organization possessing physical assets is being main- 
tained in terms of purchasing power. Is the capital of 
financial organizations to be maintained only as mone- 
tary capital? Or does the invested capital of a financial 
organization somehow or other escape purchasing power 
depletion when the value of money depreciates? 

If it be argued that the principle of permanence re- 
quires that physical assets be maintained out of revenue 
(as appears to be done in more than one spot, for exam- 
ple, pp. 80 and 81 of Changing Concepts of Business In- 
come), then it must be replied that to the extent replace- 
ment costs (or depreciation based on replacement costs) 
exceed the original dollar investment corrected for 
changed dollar values the procedure violates the re- 
quirements of the realization postulate and permits en- 
tichment, which, during the period of the price rise, is 
neither shown nor taxed as such. This is the deficiency 
inherent in LIFO. Fabricant grants this point (as do 
others of the economics writers) when he grants that 
differential price movements may bring with them gain 
or loss (for example, p. 152—Five Monographs on Busi- 
ness Income). 

There exists a question as to whom equity would re- 
quire to bear the taxes avoided by the non-recognition 
of such enrichment. This phase of the problem is es- 
pecially pertinent in the case of the illustration pre- 
sented on page 80 of Changing Concepts of Business In- 
come, where it is shown that the rates charged by public 
utilities would need to be raised less if the utility were 
permitted to charge replacement costs against revenuc 
than if it were restricted to the charging of depreciation 


on cost only against revenue and compelled to make up 
out of income any difference caused by the increase in 
replacement costs. To the extent that the increased re- 
placement costs which would thus be charged against 
revenue represent enrichment the customers of the pub- 
lic utility would escape the burden of the tax thereon. 
The tax burden would therefore be transferred to others. 

(3) Itis stated that “Ultimately .. . the definition of 
income may become a political question, and be deter- 
mined by the attitude of legislators toward savings, in- 
dustrial growth, and so forth” (p. 19—Changing Con- 
cepts of Business Income). Perhaps with this in mind it is 
held that the view that a purchasing power loss should 
be recognized when a government bond matures (if 
the purchasing power of the dollar has fallen) is “polit- 
ically impracticable” (p. 139, ibid). There is a serious 
question as to whether political expediency does not lie 
in the opposite direction. (Note, for example, the ac- 
count of the discussion taking place between Senator 
Flanders and Mr. Pogue, pp. 82-86—Five Monographs 
on Business Income). 

The issues just raised are pertinent to the question as 
to whether the framework of accounting is to be modi- 
fied to include adjustments which will correct the re- 
corded figures for changes in the significance of the 
monetary unit. These issues must be met in satisfactory 
manner if the adjustment process which the Study holds 
to be desirable is to be accepted. It hardly appears, 
however, that the study satisfactorily bridges the gaps 
noted. The assumptions of permanence and of realiza- 
tion are presumably to be continued as serviceable as- 
sumptions. They are not subjected to the same analysis 
as is the monetary postulate. One statement respecting 
the assumption of permanence, however, is worthy of 
passing remark. It is stated that “Depreciation account- 
ing, based as it is on an estimate of the useful life of as- 
sets, must be regarded as implicitly assuming that the 
enterprise will endure longer than any unit which is 
included in that accounting” (p. 23—Changing Concepts 
of Business Income). This would not necessarily follow 
if the accountant continued to base depreciation on the 
useful life of the asset but at the same time accepted 
the English theory that the gain or loss resulting from 
the operation of a business should be sharply distin- 
guished from the gain or loss resulting from its liquida- 
tion (p. 26—Business Income and Price Levels, an Ac- 
counting Study). Conceivably, when liquidation is not 
predictable, this would justify the use of the same de- 
preciation procedures as are followed under the as- 
sumption of permanence. The potential useful life of the 
asset rather than the life of the business would consti- 
tute the factor of importance. The assumption of per- 
manance has contributed to the erroneous conclusion 
that revenue must make permanence possible, and that 
hence replacement values are justifiably charged against 
revenue. As pointed out above, enrichment may thus 
take place without being shown as income. Discarding 
the assumption of permanence would remove the 
ground which appears to support the error noted. 

The final point: The association of accountants, 
lawyers, economists, businessmen, and representatives 
of government and labor in the joint study endeavor un- 
doubtedly contributed to mutual education. There is 
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evidence, however, that it also contributed to some con- 
fusion. The respective disciplines represented are di- 
rected to different goals. A useful concept of income in 
one discipline is not necessarily as fully useful in another 
discipline. This, presumably, is what Alexander had in 
mind when he said that he very early came to the 
“... conclusion that the economists and the account- 
ants were not talking about the same thing very much” 
(p. 198—Five Monographs on Business Income). May 
apparently was of the same opinion when he stated that 
“There is an economic concept (of income) held by a 
very respectable body of opinion that is of no practical 
use to the study group” (p. 205, zbid). It is not always 
cles:, however, that this difference in viewpoint is 
recognized as the basis for the difference in interpreta- 
tion given to various terms, and for the difference in the 
conclusions reached by different individuals. Bronfen- 
brenner, for example, would use a specific index number 
to make corrections for price level changes (pp. 139-141 
—Five Monographs on Business Income). This would be 
proper procedure if in the case of the individual concern 
unrealized value changes were to be recognized as in- 
come, as the economist advocates. May, on the other 
hand, advocates the use of an index number which 
measures changes in the general purchasing power of the 
monetary unit (p. 58—Business Income and Price 
Levels, an Accounting Study). This is consistent, in 
theory at least, with the accounting postulate of realiza- 
tion. While accountants, economists, lawyers, labor, 
businessmen, and representatives of government may 
well come to understand each other’s thinking in better 
manner through the joint discussion of income, there is a 
serious question whether they will thereby be enabled 
to accept a common definition of income without con- 
siderable modification of the basic framework of their 
respective disciplines, and perhaps even deserting en- 
tirely some of the basic ends of these disciplines. It is 
to be noted that a recent attempt by economists and 
accountants in England to define various of the terms 
used in their respective disciplines in common manner 
produced little or no result. In the measurement of in- 
come, at least, different ends do justify the use of dif- 
ferent means. 
GEORGE R. HusBanp 
Professor of Accounting 
Wayne University 


Accounting Trends and Techniques in Published Cor por- 
ate Annual Reports (1951 Edition). Research De- 
partment, American Institute of Accountants. (New 
York: American Institute of Accountants, 1951. Pp. 
176. $10.00.) 


The appearance of some relatively new items in 
corporate annual reports of 1950 indicates continuance 
of the trend toward more full and understandable dis- 
closure of material information that has been character- 
istic of such reports for several years. The fifth edition 
of the Institute’s survey (of substantially the same 525 
corporations as were the basis of the four previous an- 
nual studies with some reference to 600 others) now 
includes sections devoted to renegotiation and price re- 
determination under defense contracts, stock options 
and stock purchase plans, pension plans, disclosure of 


long-term leases, accelerated depreciation and plant 
replacement, and emergency facilities. Beyond the ob- 
servation that most of the details of these items are 
carried in notes or in the presidents’ letters, no regular 
patterns for the treatment of many of these newer 
items have yet appeared. 

The survey appears in five divisions, Certified Finan- 
cial Statements, Balance Sheet, Income Statement, 
Retained Earnings, and Accountant’s Reports. In- 
cluded in these divisions are 52 sections of which the 
following titles, with those mentioned in the previous 
paragraph, are typical: comparative presentation, 
terminology in the balance sheet, consolidation of sub- 
sidiaries, post-balance sheet disclosures, restrictions on 
retained earnings, employment costs, and exceptions 
and qualifications as to opinion expressed. 

The method of presentation is essentially by statis- 
tical tables and specific quotations or references from 
annual reports. There are approximately 50 tables, 
many, if not most, of which are comparative showing 
trends of usage. The quotations or references are very 
numerous and represent a wide and varied body of 
opinion. It may reasonably be inferred that the quota- 
tions are either typical or especially interesting. A third 
and much smaller group of items in the survey report 
consists of 18 exhibits of financial statements and sub- 
sidiary or supporting schedules which appeared in 1950 
annual reports. These exhibits picture some of the newer 
forms of the customary statements and some of the 
methods used in presenting such details as source and 
disposition of working capital funds, details of items in 
balance sheet accounts, investments in associated com- 
panies, and report of retirement funds. 

Over all, the survey report does not appear to be a 
presentation of any particular school of accounting 
thought despite several introductory references to 
various research bulletins of the Institute’s Committee 
on Accounting Procedure. Comparisons of reported 
practice with the recommendations in twelve bulletins 
appear in the survey report, and the trend toward con- 
formance with those recommendations should satisfy 
all but the very impatient members of the committee. 
The word reserve appeared with income tax liability in 
only 8% of the 1950 balance sheets, with depreciation 
in 48%, and with bad debts in 60%. Completely or 
partially comparative statements were included in 
61% of the 1950 annual reports. The term earned surplus 
had been replaced by 40% of the 525 companies in 1950 
as against 10% in 1946, and the term Capital Surplus 
was replaced by 30% of the companies. Prepaid and de- 
ferred expenses were classified as current assets by 172 
companies in 1950 as against six in 1946. The Institute 
shares credit with the Securities and Exchange Com- 
mission for the fact that 94% of the fixed asset valua- 
tion bases stated relate to cost. It is natural that the 
authors of the survey report would emphasize growing 
conformance with the committee’s recommendations, 
and there were two or three items concerning which this 
reviewer wondered why a comparative table had been 
omitted, but the survey report is far more than a justi- 
fication of the research bulletins. Contrary to a possible 
first impression resulting from a quick glance at the 
first section, it is more than a progress report of a quib- 
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ble over words. It is a rather thorough compilation of 
practices, as reflected by published corporate annual 
reports, in the matters of several new, as well as old, 
accounting problems. 
LAUREN F. BrusH 
Assistant Professor of Accounting 
Syracuse University 


Dicksee’s Auditing (seventeenth edition). Brian Magee. 
(London: Gee and Co., 1951.) Pp. xvi, 896. 52 shill- 
ings 6 pence.) 

Two thoughts come to mind upon examining this 
edition of a famous book. One is that professional ac- 
counting in the United States was greatly influenced by 
the antecedent professional developments in Great 
Britain. The other is that many changes of accounting 
significance have taken place in England during the 
decade between the sixteenth edition (1940) and the 
seventeenth. 

The formation in 1880 of the Institute of Chartered 
Accountants in England and Wales provided a strong 
impulse felt here and throughout the world for building 
national organizations of professional accountants. 
British capital invested in many enterprises in the 
United States brought British auditors and audit pro- 
grams to this country at a time when national auditors 
did not have the needed preparation or experience. 
British textbooks provided the initial materials for 
much of our early efforts to acquire an accounting edu- 
cation to accompany or precede learning by practical 
experience. 

These inheritances were not merely transmitted and 
absorbed. Rather, they were received and gradually 
modified to fit American conditions. 

Here the dual system of governmental organization 
separated the powers of the states and the federal 
government. Recognition and regulation of the pro- 
fessions were powers assigned to the separate states, 
Hence, examinations and certification of CPA’s were 
by the several states. 

It is also characteristic of the American pattern that 
the passage of time and the accumulation of diversified 
experience should foster, by a variety of methods, a 
useful degree of coordination among different views. 
For example, the American Bar is constantly studying 
this problem and recommending desirable changes look- 
ing toward greater uniformity without complete simi- 
larity in designated sections of state statute law. It was 
therefore inherent in the situation that a strong na- 
tional organization of professional accountants should 
sometime emerge and that it would make much of its 
contribution through mutuality of objectives with state 
societies of CPA’s. Perhaps the most outstanding evi- 
dence of successful fostering of mutuality is the nation- 
wide CPA examination prepared by a board of exam- 
iners in the American Institute of Accountants and 
now used by all state boards of examiners in testing local 
candidates for state-granted certificates. 

In time the visiting auditors from Europe were re- 
placed by resident auditors who built their staffs and 
partnerships from both American and British personnel. 
Many individuals brought European training and ex- 
perience to this country and followed up by becoming 
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American citizens and leaders in the profession. Their 
work and character attracted more and more American- 
born citizens toward professional accounting. At the 
same time, the technica] service made available became 
more widely recognized and sought. The audit program 
was itself gradually modified to suit American condi- 
tions, particularly in ways that made it practicable for 
bankers to ask borrowers for certified balance sheets in 
support of the direct short-term loans which had be- 
come a customary feature of our financial methods. 

Slowly we developed our own technical literature 
and educational methods, particularly those associated 
with preparation for the CPA examination. In 1905 
Robert H. Montgomery edited an American edition of 
Dicksee’s Auditing. Until 1912, when Montgomery’s 
Auditing Theory and Practice appeared, there was no 
substantial text that was distinctly American in content 
and point of view. 

There are two interesting sidelights on this phase of 
the development of American accounting literature. A 
reviewer of Montgomery’s “‘Dicksee”’ expressed the view 
in 1910 that there was more Montgomery than Dicksee 
in the book. The present reviewer some years ago made 
a page by page comparison of the two books and came 
away with the clear conviction that the American 
editor had been entirely faithful to the British text 
except where he had changed the money figures and 
eliminated British case law and statutory rules. 

The other circumstance indirectly supports the same 
conclusion. A paper on auditing procedure by Walter 
Staub (later partner with Montgomery) was presented 
before the Congress of Accountants in St. Louis, 1904, 
and a paper by Montgomery on the work of the auditor 
appeared in the Journal of Accountancy for April, 1906. 
In these two items are several early indications that 
American type modifications of the traditional audit 
program were under way. These developments were 
not even suggested in the American edition of Dicksee. 
The articles indicated some of the ideas then taking 
root here which ripened in 1912 in Montgomery’s 
Auditing Theory and Practice. 

At about the same time instruction in accountancy 
was creeping into American universities. Night classes 
were available in New York University, Columbia 
University, University of Pennsylvania, and North- 
western University. And general texts on accountancy 
by American authors were beginning to appear—fur- 
ther indication of adaptation and modification. As ex- 
amples, mention may be made of the text in 1907 by 
Professor Sprague of New York University, of the book 
of 1908 by Professor Cole of Harvard, and that of Pro- 
fessor Hatfield of the University of California in 1909. 

Dicksee’s Auditing is a famous book in its own right 
and in the author’s own country. Seventeen editions, 
several since the author’s death, is evidence of that. It 
has been in demand for sixty years; the number of copies 
printed has run into five figures in the midst of other 
important British books on auditing. Its content well 
deserves the attention of any reviewer, even though, 
as in this instance, it will not be appropriate to try to 
judge the book’s usefulness to its own public. 

The work is almost a handbook. Within its 896 
pages, 353 are text. Besides verification procedures, 
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there is consideration of peculiarities of different lines 
of business, profits and dividends, auditor liabilities, 
holding companies, investigations. Three appendices 
account for 532 pages: extracts from statutes and regu- 
lations, 220 pages; court cases of professional interest, 
280 pages; recommendations on accounting principles 
issued by the Institute of Chartered Accountants in 
England and Wales, 32 pages. 

The decade of the 1940’s was not only beset by war 
but by vast economic and political changes as well. 
Some of the effects of these conditions upon British 
accountancy are reflected in many pages of this edition. 

Under nationalization of many industries, the long 
established traditions of proper accounts and independ- 
ent audits were continued. The new statutory agencies 
for operating various industries were required to keep 
proper records and accounts, to prepare financial state- 
ments in such form as the Minister concerned directed, 
and to have the accounts audited by appointees of the 
appropriate Minister. In connection with the audit, as- 
surance was given and made effective that appointees 
would be reputable and qualified auditors. Under some 
statutes (as that for gas in 1947 and for electricity in 
1948) the requirement added that the auditor must be 
a member of a recognized professional body. There was, 
however, a certain amount of displacement of inde- 
pendent auditors due to the fact that a small number of 
new statutory agencies took the place of a larger number 
of independent companies. Some of the effects of this 
displacement were balanced by the establishment of 
internal auditing departments in some industries (pp. 
8, 9, 23-25). 

Until recently, secret reserves were often considered 
“desirable, even essential” in the best interests of the 
stockholder as a means of equalizing dividends and 
promoting confidence and stability. The Royal Mail 
Case (Rex V. Kylsant, 1931) may be considered as the 
turning point of change. The Institute’s recommended 
principle (in 1943}-is the profession’s considered attitude 
on the matter. The phrasing of appropriate sections of 
the Companies’ Act of 1948 (in substance, the Insti- 
tute’s recommendation) sets statutory approval upon 
the new concept. The abandonment of “undisclosed 
reserves” is reflected in a stated distinction between a 
reserve and a provision. The latter is to refer to amounts 
set aside to meet liabilities, diminution of asset value, 
and specific commitments; the former term refers to 
“revenue reserves” that are free and available for dis- 
tribution as dividends. These reserves should be dis- 
closed in the balance sheet. However, the Institute also 
recommended (in 1943) that, in case disclosure of a 
particular provision would clearly be detrimental to the 
interests of the company, the item might be included 
under another heading, and a general statement in the 
report narrative be made of this treatment (pp. 187, 
856-57, 871). 

The impact of price level change upon depreciation 
has been felt in Great Britain as well as in the United 
States. It is of interest to note that the profession’s 
attitude has been essentially the same in both countries. 

Several pages in the book are used to present (1) 
the Institute’s analysis of the impact of price changes 
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and high taxes on business operations, on maintenance 
of capital, and upon financial statement reporting; and 
(2) asummary of the pros and cons of changing account- 
ing ideology. Recommendations in 1949 were three (a) 
amounts to finance high replacement costs are not pro- 
visions before net income but transfers of net to reserves, 
(b) such reserves should be treated as capital reserves 
not available for dividends, (c) fixed assets should not 
be written up on the books on the basis of estimated 
replacement costs, especially in the absence of stability 
in price level (pp. 871-73). 

A few other matters may be briefly indicated as inter- 
estingly similar to or different from American ideas. 

As to the lower of cost or market price for invento- 
ries, market is explained as the price that can be realized 
under consideration of abnormal and obsolete inventory, 
trend of the market and prospect of disposal. No men- 
tion is made of last in, first out (p. 864). Renewal re- 
serve (for depreciation) is not commonly used in in- 
dustrial and commercial companies (p. 862). The Com- 
panies’ Act of 1929 contained no requirement as to the 
form of the income statement. Under the Companies’ 
Act of 1948, the auditor is required to report on the in- 
come statement and certify whether it “gives a true and 
fair view of the profit and loss of the year”’ (p. 214). 

For taxation purposes a company may deduct an 
initial 40 per cent of plant and machinery. Some com- 
panies adjust their financial statements accordingly. 
But the Council of the Institute has recommended “that 
for accounting purposes, normal depreciation methods 
of depreciation should be maintained . . .” (p. 152). 

The American reader may not have much profes- 
sional interest in a textbook presentation of another 
country’s audit procedure. But this book is more than 
that. Many sections can improve our knowledge of the 
way other professional men have reacted to conditions 
like those which do or may affect us also. We can get a 
new insight into those areas of professional interest 
where thought in America and Great Britain are draw- 
ing closer together. We may find new strength for our 
confidence that accountancy will long continue to render 
effective public service, and that it will grow and develop 
with passing time, but only by undertaking careful 
thought lest society lose important existing benefits 
while reaching hopefully toward hypotheses of possible 
future benefits. 

A. C. LITTLETON 
Professor of Accountancy 
University of Illinois 


Lord Plender: Some Writings and Speeches. Edited by 
Lady Plender. (London: Gee and Company (Pub- 
lishers) Limited, 1951. Pp. 144. 10s 7d net.) 


Random Reminiscences. Sir Arthur Cutforth. (London: 
Gee and Company (Publishers) Limited, 1951. 
Pp. 55, 5s net.) 


Case Lore or Leaves from the Notebook of a Professional 
Accountant. Ernest Evan Spicer. (London: H.F.L. 
(Publishers) Ltd., 1951. 21s net.) 


It is fitting that in the year of the Sixth International 
Congress on Accounting, convened in London, three 
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distinguished British books should find their way across 
the Atlantic. 

The first, consisting of a selection of articles and 
speeches of the late Lord Plender (1861-1946), senior 
partner of Deloitte, Plender, Griffiths & Co. from 1904, 
was compiled by his widow. A perusal of his words not 
only sets the scene of the City of London at the height 
of Britain’s financial prowess, but reveals something of 
the leading role he played in shaping financial thought 
of limited companies and, indeed, of the nation. Plen- 
der’s addresses in the House of Lords and in the City, 
to scholarly bodies and to student societies are models 
of their kind. Every word from his pen was marked with 
a clarity and felicity of language which might well be 
studied by the rising generation of American account- 
ants. Summing up his thoughts on this subject Plender 
once said: ‘“‘Write clearly and express yourself concisely. 
Bad writing is no sign of cleverness, and carelessness in 
speech and looseness in expression only annoy those 
who are the recipients of our communications or the un- 
willing victims of our verbosity. Always remember that 
the person whom you are addressing wishes to under- 
stand quickly and clearly what you seek to convey.” 

In everything he said, Lord Plender was imbued with 
a desire to prepare youth for the acceptance of profes- 
sional responsibility. His remarks before the student 
societies of the Institute of Chartered Accountants in 
England and Wales (heserved as President of the London 
Society from 1909 until 1938) indicated how important 
he felt education and training and the development of a 
corporate spirit were for the evolving profession. No 
onecan count the inspiration he gave young accountants 
who were seeking the path to achievement he had 
sought years before. Speaking before a professional 
group in 1910 he said: 


“Tdeals are good: ambition is to be encouraged, 
and youthful hopes for success should not be clouded. 
When all is said, however, we still are left—young 
and old—as were they of other days, to find out 
what is our duty and to do it honestly, realizing that 
we are not immune from error or mistakes in judg- 
ment, but liable, as are men in other professions, to 
imperfections and failings. This wholesome knowl- 
edge does not palliate shortcomings but it may serve 
to steady us at times when we fall far short of the per- 
fect and the unapproachable.” 


William Plender never forgot his own faltering steps 
when he first came into London from Newcastle, the 
chance that led him to the Deloitte office in Lothbury 
Street, the gradual winning of professional reputation, 
and the final accolades accorded him of three terms as 
President of the Institute of Chartered Accountants, 
election as the most fitting person to preside over the 
Jubilee festivities of the Institute, and designation as 
President of the Fourth International Congress on Ac- 
counting held in London in 1933. He came into the City 
without fame and fortune, and solely by his ability and 
dersonality, and his common sense, zeal and sterling 
honesty won a world-wide reputation, as a professional 
accountant. Surely a sequel to this slender volume is 
justified to supply the missing links in Lord Plender’s 
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career as auditor, civil servant, and expert on bank- 
ruptcy and amalgamation. 

Much of Plender’s philosophy can be gleaned from 
his remarks at a Deloitte dinner meeting of early 1911, 
as follows: 


“Men cannot agree on every question. To appear 
to do so would be a weakness. But we can respect 
each other, however much we may conscientiously 
differ; we can regard each other’s work not with jeal- 
ousy but with magnanimity, and look back to effort, 
to failure, or to success, with a belief that on the 
whole each deserves what has been received, and all 
acknowledging that not a little of what we have and 
what we are is due to association with the old firm.” 


Light on Plender’s career is cast by another book 
prepared by Sir Arthur Cutforth who was admitted 
to the Deloitte firm in 1912. In his Random Reminis- 
cences, Cutforth speaks informally and humorously on a 
variety of themes, including advertising, articled clerks, 
principals, presidents (of the Institute of Chartered 
Accountants), and expert witnesses. Widely known as 
the author of books and articles on accounting and 
auditing, and former President of the Institute of 
Chartered Accountants (1934-1936), Sir Arthur’s re- 
marks prove that members of the Institute and judges 
on the bench are as human as other professional men. 
This stand is further reinforced by Ernest Evan Spicer’s 
Case Lore or Leaves from the Notebook of a Professional 
Accountant, a collection of essays written about fictitious 
people with highly improbable names but whose activi- 
ties, in and out of courts and accountants’ offices, define 
important tax, legal and accounting issues. The original 
illustrations by George Charity are especially to be com- 
mended. 


These three volumes indicate that British account- 
ants are perhaps more seriously concerned than their 
American cousins with the intangibles of practice—the 
development of personalities, the enlargement of minds, 
and the clarification of ideas and ideals of young ac- 
countants through examination of past experience and 
its thoughtful relation to probable future developments. 
In a pertinent editorial The Accountant deplores the 
paucity of literary contributions by practitioners, say- 
ing in part: 


“Accountants in the course of their work see 
quite as generous and varied a cross-section of life 
from which to derive inspiration as many of the 
doctors, lawyers and teachers who have set down suc- 
cessfully, in some creative form or another, the ex- 
periences of their daily routine. Indeed, every office 
is a microcosm of human history containing enough 
material for almost every conceivable kind of literary 
essay from the anthropological study to romantic 
and social comedy and even, on occasion, stark melo- 
drama. The form of literature, however, in which the 
accountant might most reasonably be expected to 
excel would be something more subjective than any 
of these: in fact, a reflective volume of personal 
reminiscences. In the course of one man’s life a long 
succession of people pass before him and the account- 
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ant’s training is such that he should be an expert ob- 
server of men and delineator of character.” 


It is hoped that, with these three pleasant examples 
of literary accomplishment before them and in accept- 
ance of The Accountant’s challenge, some American ac- 
countants will find leisure to recall their own experiences 
and to record them for those both within and without 
the charmed circle of professional affiliation. 

Mary E. Murpuy 

Los Angeles State College 

of Applied Arts and Sciences 


C.P.A. Review Manual. Edited by Herbert E. Miller. 
(New York: Prentice-Hall, Inc., 1951. Pp. 702. $8.00.) 


C.P.A. Review Manual is composed of materials 
prepared by a group of nine contributing authors. Prof. 
Miller points out in the preface that although he is 
listed as editor, the terms “promoter” and “collector of 
manuscripts” would more aptly describe his activities. 
He states that the authors have undertaken “‘... to 
collect within a single volume selected writings covering 
topics that a candidate cannot safely ignore in his prep- 
aration and review for the C.P.A. examination.” Also 
**. .. much of the writing was undertaken with a belief 
that the candidate, being in most cases currently en- 
gaged in accounting work and having completed or 
nearly completed his formal accounting training, pri- 
marily needs to ‘point-up’ his accounting. Accordingly, 
many of the chapters assume that the candidate has a 
general background in the particular subject matter 
being developed.” 

A careful study of the manual will convince even 
more critical readers that the authors have attained in 
general their objective within the limitations they set 
themselves. 

Particular note should be taken of the introductory 
chapter which discusses the various requirements for 
admission to the examination, the uniform examination, 
grading of the examination, as well as suggestions for a 
review procedure for candidates. Professor Thomas W. 
Leland is well qualified to handle this area. If the candi- 
date will seriously attempt to follow the suggestions 
and note the information given in this section, many of 
his fears of the examination will vanish and his chances 
for success will be increased. 

Professor Woodside V. Monegan in Chapter 2, 
“Auditing” discusses in relatively brief form practically 
all the material usually included in the average colle- 
giate textbook on auditing. He refers to the important 
writings and statements of the different professional 
and regulatory groups with which the candidate should 
be familiar. He does not attempt to develop auditing 
programs in particular areas since the author undoubt- 
edly assumes that the candidate’s experience will pre- 
pare him in this area. It may be that more material in 
the development of audit programs should have been 
included in order to clarify in the candidate’s mind some 
of the implications of his practical experience. 

Professor Paul J. Graber approaches accounting 
theory in Chapter 3 as an explanation of the “rules of 
accounting.” He points out that accounting theory is 
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an expression of “‘. . . the basic concepts and ideas which 
underlie principles of accounting.” He quotes freely 
from the Accounting Research Bulletins, statements of 
the American Accounting Association, and Accounting 
Series Releases by the Security and Exchange Commis. 
sion. Although the material covered will be very helpful, 
it is believed that it is not sufficient to answer the more 
searching questions sometimes presented in the Uniform 
Examinations. The high per cent of failures in the theory 
section of these examinations is due at least in part to 
the candidate’s failure to recognize various alternatives 
or conditions in his answers to the questions. 

Professor Essel R. Dillavou presents an adequate 
and careful review in Chapter 4, “Business Law.” The 
material is well developed and should refresh the candi- 
date’s memory sufficiently so that the commercial law 
section of the examination should give him little if any 
trouble. 

The first four chapters cover three sections of the 
examination. The remaining chapters are devoted to the 
subjects usually covered in the accounting practice 
section of the examination. Chapter 5, “Governmental 
Accounting,” by Mr. Irving Tenner and Chapter 7, 
“Cost Accounting,” by Professor William J. Schlatter 
present the subject areas quite well. If the candidate 
masters these sections, he should be well prepared for 
questions on cost or governmental accounting. As the 
editor points out, a mere reading of the material in the 
manual should not be substituted for problem solving 
by the candidate in his review for the examination. 

Professor Herbert E. Miller presents in Chapter 62 
very thorough review of Consolidated Statements. Ap- 
proximately 10% of the written material in this manual 
is allotted to this subject. A briefer treatment would 
likely be sufficient and would reduce an apparent over- 
emphasis. 

Mr. H. A. Finney includes in Chapter 8 the following 
subjects: (1) Consignments; (2) Estates and Trusts; (3) 
Accounting for Fire Losses; (4) Foreign Exchange; (5) 
Fund Statements; (6) Installment Sales; (7) Retail 
Method of Inventory Valuation; and (8) Accounting for 
“Sick” Business. The material is presented in the typical 
Finney manner. 

The review material on taxation by Mr. Howard A. 
Rumpf in Chapter 9 is published in a separate booklet. 
This excellent idea will make it possible to keep the 
manual’s tax review section current. The chapter pre- 
sents in a clear and concise manner the Federal regu- 
lations concerning income tax, gift tax, estate tax and 
social security taxes. 

The manual should prove to be an exceptionally good 
text book for CPA review courses as well as for individ- 
ual review. Each subject is covered thoroughly enough 
to spark discussions and to serve as a background for 
any problem material the instructor may wish to pre 
sent. 

The clear and concise presentation throughout this 
manual as well as the collection into a single volume of 
the more important material covered by the Uniform 
Examinations should make this book one of the “musts” 
for all candidates’ review programs. Candidates should 
be warned that they cannot rely on this manual alone 
for their review for the CPA examination, but must 
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heed the words of the editor, “‘. . . that ‘reading’ is not 
a substitute for ‘problem solving’.” 
James S. LANHAM 
Head of Accounting Department 
University of Florida 


Legal Accounting. William H. Shannon. (St. Paul: West 
Publishing Co., 1951. Pp. xii, 366. $5.00.) 


For many years, the only text available in the field of 
legal accounting was the pioneering work of Graham 
and Katz, Accounting in Law Practice (Chicago: Cal- 
laghan and Company. First edition, 1932; Second edi- 
tion, 1938). Since the end of World War II, however, a 
number of works in this area have appeared, among 
them Oehler’s Accounting for Lawyers (New York: Prac- 
tising Law Institute, 1946, revised 1949); Amory’s Ma- 
terials on Accounting (Brooklyn: The Foundation Press. 
Temporary Edition, 1948, First Edition, 1949); and 
Schapiro and Wienshienk’s Cases and Materials on Law 
and Accounting (Brooklyn: The Foundation Press, 
1949). Others are apparently on the way. The activity 
in this field reflects the rapid increase of courses in ac- 
counting in the law schools of the country—courses 
typically taken by a student in his second year of legal 
study. 

Graham and Katz wrote what is essentially an ac- 
counting book, with legal considerations woven into the 
text. Although somewhat out of date in terms of topical 
coverage and emphasis, it is still, from a strictly ac- 
counting point of view, probably the most satisfactory 
book on the subject. Oehler’s pamphlet of some 115 
pages consists of a competent analysis of a single hypo- 
thetical business enterprise, and is clearly not intended 
asa text for class-room use. Instead, it is useful for the 
practicing lawyer or for use as supplementary material 
in connection with some other more complete treat- 
ment. Amory, and Schapiro and Wienshienk, by con- 
trast, are in the tradition of the legal case-book, consist- 
ing essentially of collections of materials drawn from 
court decisions, administrative proceedings, committee 
reports, published financial statements, accounting 
monographs, treatises and handbooks, together with 
some problem material of conventional type. Each is 
intended as a supplement to some standard accounting 
text. Amory, for example, includes a cross-reference 
table to Mason’s Fundamentals of Accounting and to 
Finney’s General Accounting. The wealth of materials 
included may lead to an embarrassment of riches; un- 
less carefully handled, intellectual indigestion of both 
instructor and student may result from forced feeding 
of highly-concentrated nutrient. 

Professor Shannon of the Cornell Law School, who is 
both a lawyer and a C.P.A., has written “an analytical 
and legally annotated approach to a study of account- 
ing,” in a book of moderate length. The book is appar- 
ently intended to be used as the basic text in a course in 
legal accounting and, in this respect, is in the pattern of 
Graham and Katz, rather than that of the more recent 
books. That it is legally annotated is evidenced by the 
inclusion of more than 300 citations to legal cases, 
touching on a wide variety of accounting topics. This 
phase of the work has been done with care and thorough- 
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ness; on this score alone, the book is of value as a refer 
ence work. 

Despite the extensive legal annotations, the book is 
organized along accounting lines. As the author cor- 
rectly emphasizes in his preface, “‘the successive steps 
of the accounting cycle are developed and presented in 
logical sequence; accepted accounting principles and 
procedures, recording devices and segments of financial 
statements are introduced and correlated with the illus- 
trated business transactions.” 

The entire discussion is presented in terms of the sole 
proprietorship. The absence of explicit attention to the 
partnership and the corporation may appear to be a 
weakness. Based upon my own experience in teaching 
the course in legal accounting in the law school at 
Berkeley, however, this omission is not a serious one. In 
terms of economy of effort and avoidance of duplication, 
the problems raised by the form of the business enter- 
prise are probably best handled in the courses on bus- 
iness associations and corporations. This is not to say 
that accounting matters are not of importance in these 
areas but rather that the accounting aspects should be 
considered in conjunction with the relevant legal prob- 
lems. Ideally, then, the courses in business associations 
and corporations, as well as those in taxation and in 
estates and trusts, should follow the course in account- 
ing. After all, the typical one-semester accounting 
course offered in a law school to students with little 
or no backgrou.ad in the field is not intended to make 
accountants out of lawyers; instead, the course is in- 
tended to acquaint the student with accounting ter- 
minology, procedures, standards, and analytical methods 
so that he can recognize an accounting issue when it is 
present and be able to converse and co-operate with an 
accountant in situations requiring joint participation. 

Shannon’s close preoccupation with legal citations 
causes his book to give the impression of a tour de force. 
Except for a few scattered references to statements of 
the American Institute of Accountants, I cannot recall 
a single citation in the entire book from any accounting 
text, treatise, journal article, monograph, committee 
report or other published document. A search through 
the excellent, detailed index bears out this impression. 
It is almost as though the point is being made that the 
entire body of accounting doctrine can be derived from 
the opinions, including obiter dicta, of the courts of re- 
cord in the United States. 

Three other features of the book detract unnecessar- 
ily, it seems to me, from an otherwise competent per- 
formance, although to others they may appear to be 
matters of taste. The first and most irritating is the 
dogmatic, authoritative tone in which it is written. The 
flat assertion, stark, naked, unqualified, recurs over and 
over again, without relief, qualification, or softening of 
any type. This is as true of the many assertions with 
which I agree as it is of those on which I might join issue 
with the author. The second feature is the introduction 
of novel terminology, such as “‘salaries—in,” “salaries 
—out,” and “postage—out” in connection with mer- 
chandising transactions. It is difficult to see why this is 
done in a work which is not addressed primarily to ac- 
countants. The third feature is his uncompromising ad- 
herence to his own version of the “equity” approach, 
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with no quarter given to alternative formulations. 
Shannon’s attachment is more than a methodological 
choice; it becomes a device to suppress debate. I am 
still trying to understand his attack on the concept of 
proprietorship (pp. 73-76); the straw man he demolishes 
there resembles nothing with which I am familiar. 

Despite these serious shortcomings, Shannon has 
made a noteworthy contribution, namely, he has dem- 
strated the form, direction, and emphasis a book on 
legal accounting should take. His outline is well-nigh 
perfect; his choice of topics is excellent. The recording 
aspect of accounting is placed in its proper perspective, 
not being introduced until the fifth chapter of a book of 
thirteen chapters. Those faced with the problem of 
teaching a course in legal accounting would be well ad- 
vised to give this book serious consideration. Anyone 
interested in writing in this field can lighten his task by 
taking Shannon asa point of departure. 

Maurice Moonttz 
Associate Professor of Accounting, and 
Lecturer in the School of Law 
University of California (Berkeley) 


Accounting: An Analysis of Its Problems, Volume I. 
Maurice Moonitz and Charles C. Staehling. (Brook- 
lyn: The Foundation Press Inc., 1952. Pp. xvi, 712, 
$4.50.) 


Accounting: An Analysis of Its Problems, Volume II. 
Maurice Moonitz and Charles C. Staehling. (Brook- 
lyn: The Foundation Press Inc., 1952. Pp. ix, 618. 
$4.50.) 


These two volumes, written by two members of the 
accounting staff of the University of California at 
Berkeley, are intended for second year accounting 
courses. They differ considerably, however, from the 
standard intermediate and advanced texts, most of 
which have been variations on a series which was first 
published in 1924. The authors have attempted to place 
“emphasis throughout on the fundamental aspects of 
the accounting problem so that the student may develop 
the equipment necessary to answer the practical ques- 
tions he must face five or ten years after graduation— 
questions which at the present time cannot even be 
formulated, much less answered.” For this brave at- 
tempt they deserve the plaudits of the profession; for 
their partial success they should receive our gratitude. 

The first two hundred pages of Volume I should be 
omitted on the first reading of this book. They contain 
a large amount of material that had better been ex- 
cluded; other portions should be rewritten. The book 
begins with a vigorous defense of the proprietary ap- 
proach of the authors’ teacher, Henry Rand Hatfield. 
This section might be useful to the student who is famil- 
iar with the equity viewpoint, but to the typical stu- 
dent it would mean little. The section continues with a 
review of the bookkeeping process, stated in a peda- 
gogical tone. There is one bright spot—a three page sum- 
mary of the characteristics of the basic equation. To 
balance this, however, is a defense of A=L+P over 
A—L=P as a method of developing debit and credit 
rules. After three pages the reader feels that either the 
authors know no algebra (they do not differentiate 
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a positive from a negative), or, if this is not true, that 
they cannot convey their ideas to the reader. 

A second section is devoted to the determination of 
periodic revenue and cost. It begins with a world of 
certainty—with complete knowledge as to the receipts 
and disbursements streams and the use of a discount 
rate—and moves to a world of uncertainty in which the 
streams are unknown and straight-line amortization is 
used. This is excellent material for graduate students, 
but the long sentences and the clumsy style make it of 
little value for the undergraduate. In addition to style 
defects, this section fails to make clear how lack of cer- 
tainty affects accounting procedure and how essential 
some kind of forecasting is. 

Fortunately the style seems to change near the close 
of Part II—sentences are shorter, words are more vivid, 
the book ceases to be dry dust. From this point on, the 
reviewer has little but praise to pour on this work. 

The third part of Volume I (about one-half of it) is 
devoted to the valuation of assets and liabilities. Re- 
ceivables, inventories, prepayments, plant assets, in- 
vestments, and good will are covered, but in each case 
the approach is primarily from the viewpoint of the 
determination of revenue and related cost. Net sales is 
defined as the sum of cash collections, present or future, 
hence requiring deductions of sales discounts and bad 
debts. There is an excellent critique of the accounting 
research bulletin on cost or market as a basis of pricing 
inventories. Lifo is not discussed adequately, the au- 
thors’ bias being indicated in their comment that ac- 
countants ‘‘can, of course, make journal entries which 
misrepresent what has happened.” There is an excelle:t 
treatment of contractors’ problems on long-term projects 
(the authors give credit to Strain and Karg on this ma- 
terial), a summary of accounting for farm products, and 
a longer than usual description of land development ac- 
counting. Intensive use is made of the discounting proc- 
ess in the valuation of receivables and payables, lease- 
holds, plant assets and good will. Disclosure on long- 
term leases is secured by showing the discounted amount 
of the periodic payments as both an asset and a liability. 
The straight-line depreciation method is considered to 
be a special application of the annuity method; it differs 
in that the interest rate is zero. 

The second volume considers the problems related to 
partnerships and corporations, continues with inter- 
company stock ownership, and concludes with insolven- 
cies and receivership. 

The material on partnerships is standard, namely ad- 
mission of a new partner, division of profits and dissolu- 
tion. It differs from the standard treatment in that a 
partnership is treated as an entity; consistent with this, 
partners’ salaries and interest are treated as an expense 
of operation. Considerable use is made of the Uniform 
Partnership Act which is reprinted in its entirety. 

The authors pay their respects to the idea that a 
corporation is a creature of the state, but to them it is4 
creature of the incorporators. This semantic dispute 
thus glorifies lawyers’ clerks whose names appear on the 


, appropriate documents; it ignores the fact that all ef 


fort on the part of the incorporators would be fruitless 
if it were not for the existence of state officers and stat 
legislation. 
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The subscriber is said to be a stockholder and hence 
an unsubscribed stock account is preferred over the 
traditional unissued account. This treatment leads the 
authors into difficulties for their ledger would contain 
an authorized stock account of $500,000, an unsub- 
scribed stock account of $500,000, and a common stock 
subscribed account of $240,000 when the only events 
have been the authorization of $500,000 stock and the 
subscription of $240,000. Here as elsewhere, the authors 
have not completely shed their old skins in donning 
their new ones. 

The authors have adopted the heterodox viewpoint 
that dividends are not income, but then do not press 
the point. This is consistent, of course, with the view- 
point in Prof. Moonitz’s The Entity Theory of Consoli- 
dated Statements. In these volumes this idea is applied 
to all stockholders, regardless of the amount of stock 
held. 

Throughout the discussion of corporations, the 
authors refer to the California corporate law, irritating 
to the non-Californian, and also to those readers who 
think of the balance sheet as being an historical and 
economic document rather than a legal one. An account- 
ant is not an attorney; is he competent to prepare a 
balance sheet showing the amount legally available for 
dividends? 

Many readers of this book will know what to expect 
in the consolidated statements section; as would be ex- 
pected, it follows the earlier Moonitz monograph very 
closely. The organization and style have been greatly 
improved. 

The book contains an ample number of problems, a 
large proportion of which have been adapted from 
C.P.A. examination problems. As a result of the wide- 
spread use of this source there is some scarcity of short 
problems. 

Although this is not the perfect accounting book, it 
should be welcomed by those instructors who are inter- 
ested in teaching something other than “cook-boo! ac- 
counting.” For a carefully reasoned approach to ac- 
counting it is highly recommended. 

Cart L. NELSON 
Professor of Accounting 
University of Minnesota 


Advanced Accounting, Volume I. George Hillis Newlove 

t and S. Paul Garner. (Boston: D. C. Heath and Com- 

| pany, 1951. Pp. xiii, 626. $6.00.) 

Advanced Accounting Problems, Book I. George Hillis 
Newlove and S. Paul Garner. (Boston: D. C. Heath 
and Company, 1951. Pp. 132. $1.75.) 


Volume I of this new text on Advanced Accounting 
isa comprehensive and logical presentation of corporate 
capital and periodic income. The authors have also 
recently published Volume II, which was reviewed in 
the October issue of THE ACCOUNTING REVIEW. 

Volume I includes sixteen chapters. The first chap- 
ter brings the student up to date on the recent inquiry 
into the broader “social implications of accounting, 
particularly those concerned with the accounting for 
the corporation.” The reader is briefed with special 
emphasis on (1) the contracts governing the various 
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types of business enterprise, (2) the location of execu- 
tive authority, (3) the various bases for taxation, and 
(4) the legal status of the owners. According to the 
authors “much attention is given to the legal and eco- 
nomic aspects of accounting matters with no neglect, 
however, of the journal entries possible under various 
situations.” 

This approach is unique in the strictly text book 
literature of accounting. Students coming into ad- 
vanced accounting by the traditional method, are not 
usually alerted to the current evolution of accounting 
thought. Students coming out of intermediate account- 
ing into advanced accounting by way of this sort of 
introduction come quickly into the much broader area 
of accounting practice, with its legal and economic 
phases. The textual material, however, is clearly pre- 
sented, and adequately documented by frequent cita- 
tions from current discussions of matters that are closely 
related to but not necessarily integral parts of account- 
ing. This attempt to orient students of advanced ac- 
counting to current thinking is highly commendable, 
especially because of the clarity of the text. 

Following this introductory chapter are five chapters 
on the general problem of how to determine corporate 
proprietorship, five more chapters on the accounting 
aspects of investments and fixed assets (technical 
mathematical procedures) and finally five chapters on 
how to determine periodic business income. Both the 
balance sheet and the income statement are given 
proper emphasis. 

Teachers who will choose this new book on advanced 
accounting for the classroom will be well supplied with 
an abundance of instructional material. This abundance 
offers teachers an opportunity to select certain materials 
as they choose, and to assign additional other materials 
to A Plus students, or possibly to use certain parts of the 
text in graduate courses. Teachers of accounting gen- 
erally value highly a text, such as this, which can be so 
easily adapted to the needs of many students. 

A well-organized provlem book (with solutions) also 
accompanies this text, under the title Advanced Ac- 
counting Problems, Book I. The problems are grouped 
into two classes: (1) class and homework exercises and 
(2) homework problems. The second group provides 
more advanced problems for special assignment. 

The final chapter of the text deals with the problems 
of the accountant in an inflated economy. In this chap- 
ter the student of advanced accounting is exposed to 
the idea of stabilized accounting and he is given a good 
historical review of the origin and evolution of this idea, 
together with a statement of the principal objections. 
These objections are not merely stated, they are also 
effectively appraised by the authors. 

In conclusion, this reviewer is of the opinion that 
Professors Newlove and Garner have made a substan- 
tial contribution to the textual literature of accounting. 
This new advanced book will be especially appreciated 
by the resourceful teacher who knows how to use a 
variety of material, in the advanced area of accounting, 
with students of varying capacities. 

Epwin L. THEISS 
Professor of Accounting 
University of Illinois 
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Cost Accounting. Adolph Matz, Othel J. Curry, George 
W. Frank. (Cincinnati: South-Western Publishing 
Company, 1952. Pp. x, 805. $5.50.) 


Content-wise, the authors have performed their 
duty to the teaching fraternity by including those sub- 
jects that the teacher ordinarily expects to find in a 
textbook on the subject. The teacher can follow this 
book fairly well in the classroom without any severe 
jolt to the teaching habits which he might have devel- 
oped. There is thus a conservative selection of material 
for coverage. 

The first four chapters contain introductory ma- 
terial: the authors’ views of the place of cost accounting 
in the managerial sphere of business; the traditional 
elements of cost; the over-all cost accounting cycle; and 
the voucher system as it relates to cost accounting. The 
general treatment of the cost accounting cycle as it 
appears in the third chapter is expressed in terms of job 
order costs. This job order approach is continued in 
Chapters 5-11, which cover material, labor and manu- 
facturing expense as job order cost elements. Two 
chapters each are devoted to material and labor cost- 
ing and three to the costing for manufacturing expenses. 
In each such subgroup of chapters the approach is to 
follow an introductory explanation of general control 
of these costs with a description of how they are identi- 
fied with the various job orders on which fabrication 
occurs and with a treatment of details of administra- 
tion of that element of cost. This arrangement is a com- 
mendable effort to give the student a perspective of the 
cost element before details about its administration 
and general accounting distract attention from the 
cost accounting itself. A job order practice case, Chap- 
ter 13, concludes the section on job order costs. 

Next come a series of chapters which deal with proc- 
ess costs, joint and by-product costs, and estimated 
costs. This series is followed by Chapters 17-22 on 
budgets and standard costs. Chapter 23 is on cost re- 
ports for managerial purposes. Miscellaneous applica- 
tions of cost accounting techniques, such as distribution 
costing, gross profits analysis, relationships of profit and 
volume, and differential costs occur in Chapters 24-29. 
The concluding thirtieth chapter is a standard cost prac- 
tice set. 

In addition to the two practice sets already men- 
tioned there are a considerable number of well-chosen 
questions and problems at the ends of the chapters. 

Excellent pedagogical qualities appear in both con- 
tent and mode of presentation. Mechanically, the book 
is well written. It is of sufficient length to be used for a 
course extended over an entire academic year. The flow 
charts and other diagrammatic presentations are very 
helpful. 

As is strongly emphasized in the preface to the book, 
the authors try to give a special emphasis to managerial 
considerations. Much of the illustrative material has a 
degree of such emphasis. Managerial emphasis is also 
achieved by appropriate integration of budgets and 
standard costs, and by a good chapter on “Cost Control 
Through Cost Reports.” This in turn is supplemented 
with treatment of other uses of costs, such as distribu- 
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tion costs, price and volume relationships, differentia] 
costs, and miscellaneous applications of costs to solution 
of managerial problems, as is done in Chapter 29, ang 
in repeated reference to fixed and variable costs. Thus, 
the emphasis is definitely managerial and does possess 
its unique features. It is, however, difficult to claim a 
unique managerial quality in any overwhelming sense, 
because other texts on cost accounting also have the 
managerial bent in some degree or other. The authors’ 
claim to distinction would have to be in the persistence 
with which these matters are treated. In certain re 
spects the writers appear so enthusiastic about their 
own approach that they fail to recognize how, through. 
out its development, cost accounting has borne a rela. 
tionship to management’s problems. An instance of this 
attitude is reflected in the statement that ‘‘The account 
ant, formerly occupied with the general bookkeeping 
procedure and the preparation of annual statements, has 
now added a new interest with the disclosure of the 
operating costs of departments, processes, and other 
activities of the business ’’(p. 6). 

Some opportunities for managerial emphasis have 
been overlooked. The specific managerial applications 
resulting from choices among job order costs, process 
costs, and standard costs (either job or process) receive 
only passing or no attention. Likewise, there is an omis- 
sion of the managerial qualities of operations cost ac- 
counting. Also, direct costing receives a mere passing 
attention (p. 722) and then is given no evaluation asa 
managerial tool, as one might have hoped, especially 
since one of the strong arguments for direct costing is 
that it tends to follow the lines of managerial responsi- 
bility for costs. 

No reference to the limitations of this textbook 
should however obscure its excellent qualities for in- 
struction in cost accounting from the managerial view- 
point. 

OswaLp NIELSEN 
Associate Professor of Accounting 
Stanford University 


Common Carrier Pipe Line Operations and Accounting. 
Paul J. Graber, editor. (Tulsa: Ross-Martin Co. 
1951. Pp. 222. $7.50.) 


The “common carrier pipe lines” are the crude pe 
troleum and petroleum products pipe lines which 
are common carriers by virtue of Section 1 of the 
Interstate Commerce Act. Natural gas pipe lines do not 
come within the classification. This joint effort on the 
part of many persons in the industry to summarize and 
report their knowledge and experience for the benefit of 
others has achieved its objective of providing employees, 
students and others with study materials on more im- 
portant operational and accounting problems. 

Major topics covered are: Development of the Pipe 
Line Industry; The Typical Pipe Line System; Design 
and Construction of the Typical Pipe Line System; 
Government Regulation of Operations; General Ac 
counting; Revenue and Oil Accounting; Property Ac 
counting; Valuation; P.ecords and Reports Required by 
Regulatory Bodies; Economic Studies and Problems; 
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Co-ownership Operating Agreements. A Uniform Sys- 
tem of Accounts for Pipe Lines as prescribed by the 
Interstate Commerce Commission is also included as an 
appendix. 

With charts, graphs and numerous excellent pictures 
the history and development of pipe lines is very inter- 
estingly told from the early days of the Drake well in 
Pennsylvania down to the post World War II period. 
A detailed explanation of the typical pipe line system 
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and its operation is portrayed, and major considerations 
in design and construction of pipe lines are also covered. 
This work is well done and interesting and in the 
opinion of this reviewer is a real contribution to ac- 
counting literature. 
Carson Cox 
Assistant Professor of Accounting 
Ohio State University 


Finance 


Investment Advice for Professional Men. Howard A. 
Bolton and Wilford J. Eiteman. (Ann Arbor: Mas- 
terco Press, 1951. pp. 90. $3.50.) 


This little book offers practical investment advice 
and a specific investment program to professional men. 
It appears to be addressed primarily to young profes- 
sional men. The emphasis is upon regular monthly sav- 
ings and the recommendation of common stocks for 
investment is based on probabilities that involve a 
fifteen-year period. The fact that the extreme decline 
in stock prices from a cyclical top is always (except for 
1929-32) less than the rise of the preceding fifteen years 
would not be altogether reassuring to a man of 60 facing 
the problem of lump sum investment. 

The recommendation is life insurance for protection 
only and common stocks for investment accumulation. 
The claim for common stock investment is not modest. 
It is asserted that an investor in common stock “can 
expect to earn a return of 10 per cent compounded an- 
nually without assuming an unreasonable amount of 
risk.” This is not quite as startling as it may appear 
since it assumes the reinvestment of dividends. But the 
basis for this expectation is an analysis of stock prices 
and dividends in the period 1936-1951. 

The section on life insurance is very well done. The 
basic types of insurance contracts are explained in 
nontechnical language. A method of computing insur- 
ance need is suggested and appropriate tables are in- 
cluded in the Appendix. The method involves the cost 
of annuities at various ages, minus accumulated savings. 
This is brought together in a graph which the authors 
call an “In surograph.” The model insurograph on page 
24 does not make clear that insurance need at various 
ages is the difference between the total financial need 
and accumulated savings. This, however, is made en- 
tirely clear in the explanation. 

There are chapters on bonds, preferred stocks and 
common stocks which explain the basic characteristics 
of these media. There is also a single chapter on security 
analysis. The material for these chapters is well selected 
although necessarily brief and incomplete. 

The book is not an investment primer. It is addressed 
to intelligent men and women who face investment 
problems but who are unfamiliar with investment termi- 
nology and analysis. The book does advocate a specific 
investment program with reasons and with suggestions 
for implementation. This program can hardly be termed 
conservative by past standards, but it is perhaps appro- 
priate for young professional men with high saving 


power in a position to invest regularly over a consider- 
able period of years. 

It is improbable that accountants will find much that 
is new or useful in the book. On the other hand it is 
possible that young men in medicine, dentistry, law, 
etc., will find the book to be helpful. The list price 
($3.50) would seem to set a new high for a 90 page 
paper-bound book. 

O. K. Burret 
Professor of Business Administration 
University of Oregon 


Policies and Practices in Corporate Finance. Louis P. 
Starkweather, Erich A. Otto and H. Randall Kreger. 
(New York: New York University Bookstore, 1951, 
Pp. 517. $7.50.) 


Every teacher of corporation finance has his own 
idea of what the course should include and how it 
should be presented. To aid him in teaching he builds 
up files of illustrations, outlines of points he seeks to 
cover in his lectures, and such illustrative material as 
listing statements, prospectuses, charters, by-laws and 
annual reports. Such a collection is very helpful to the 
man who makes it. 

When such material is carefully selected and edited, 
what is the result? It is neither a text book, an outline, 
nor a case book. It is rather the material from which the 
teacher prepares his lectures. Only the truly great 
teacher would dare to break with tradition, gathering 
his material together in a book and presenting it to the 
student, in effect saying, ‘Here are my notes; now you 
have the same information as I do.” The teacher and 
student could thus meet on equal ground where, under 
proper leadership, true teaching, rather than mere 
lecturing, could result. Knowing the teaching ability 
of the senior author, I cannot question that the book 
satisfactorily meets his needs. Unquestionably the 
authors have achieved their first objective: that of 
making this material available to all. 

Their second stated objective is to provide a “work- 
ing book” as a basis for an advanced course in corpora- 
tion finance. This they seek to achieve with about ten 
per cent in text, 23 per cent in outline form, 59 per cent 
in reproductions of prospectuses, annual reports, studies 
by Dun and Bradstreet, and a 100-page “Summary of 
the Amended Plan of Reorganization of McKesson and 
Robbins.” The remainder is devoted to seven “illus- 
trative cases.” 

Judgment of how well they have achieved their sec- 
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ond objective will not be uniform. Under skilled han- 
dling the material could be woven into an outstanding 
advanced course. Experience seems to indicate, how- 
ever, that the teacher with enough time and incentive 
to weave his course around another’s outline prefers to 
build his own outline and method of presentation. Much 
of the material presented in this book in outline form 


would be of value to the teacher of corporation finance 
as well as to the practitioner, but the limited text and 
the absence of any index detracts seriously from its 
usefulness for teaching or reference purposes. 
KENNETH L. TREFFTZS 
Head, Department of Finance 
University of Southern California 


Management 


The Fundamentals of Top Management. Ralph Currier 
Davis. (New York: Harper & Brothers, 1951. Pp. 
xx, 825. $6.00.) 


In drawing a distinction between a “business me- 
chanic” and a “professional executive” this compendium 
of business principles and rules emphasizes the need for 
a sound philosophy of management. Such a philosophy 
is woven around the presentation of fundamental state- 
ments and definitions regarding objectives, policies, 
and general methods involved in solving basic business 
problems. 

Ralph C. Davis has long been a leader in seeking out 
and thinking through generalized ideas about business. 
Also, as is apparent from the extensive footnoting and 
bibliography, he has done a thorough job of amalgamat- 
ing the ideas of other students of management problems 
with his own. 

“A business philosophy is a system of thought that 
explains basic business problems and supplies the basis 
for an intelligent approach to their solution.” Davis sees 
the basic business problems as having to do with “busi- 
ness objectives, standards of business conduct, executive 
leadership, business policy, business functions, person- 
nel, physical performance factors, organization struc- 
ture, business procedure and organization morale.” To 
deal with these problems is the task of executive leader- 
ship, acting through the techniques of planning, organ- 
izing and controlling. 

Davis begins his discussion of planning by establish- 
ing the importance of standards for evaluation and 
measurement. He then analyzes the techniques of plan- 
ning with particular emphasis on objectives and ethical 
concepts. Here the interrelationship between business 
activity and the social, moral and religious ideas of the 
community are developed. 

The problems of organization are centered around 
the leadership function of the executive. The executive 
strives for the success of organizational objectives 
through the establishment of business policies for the 
functional divisions to apply. In this area the author 
covers the concepts of responsibility, authority, de- 
centralization, accountability, and line and staff struc- 
ture. Detailed attention is given to the characteristics 
of a good organization, and to the very great importance 
of organizational morale. 

The final section of the book covers the control phase 
of management through “constraining and regulating 
action in accordance with the requirements of a plan 
for the accomplishment of an objective.” This control 
function is classified and analyzed into eight areas of 
routine planning, scheduling, preparation, dispatching, 


direction, supervision, comparison, and corrective ac- 
tion. A final discussion involves concepts of procedures 
and system. 

Throughout the book the problem areas are dis- 
cussed on a general management level and no attempt 
is made to apply the discussion to specific professional 
areas of accounting, purchasing, or personnel adminis- 
tration. The twenty-one chapters are, to a very large 
degree, independent entities in themselves. Each one 
thoroughly and completely analyzes its central topic, 
As a result, any one chapter can be read independently. 
Thus, this book approaches the characteristic of a hand- 
book that can be dipped into for source material in 
specific areas. This tends to some repetition and ac- 
counts in partial measure for the length of the book. 

The last chapter covers the summary and conclu- 
sions of the author, but it is no quick substitute for the 
text. In fact, without a detailed study of the text, the 
last chapter is difficult to follow. This is because the 
beok, with its focus on professionalism, sets up precise 
terminology whose definitions and meanings must be 
thoroughly understood. Thus the reader will find himself 
wading through long complicated explanations of words 
and ideas, many of which are common knowledge or 
basically simple, although defined somewhat differ- 
ently by other authors. 

Little use is made of examples or case material to 
illustrate and explain the principles and ideas of the 
text. In this respect the book is definitely for “top man- 
agement,”’ that is, for those who have had enough prac- 
tical experience to form a picture in their mind of situa- 
tions to which the ideas apply. Without such a picture 
in the reader’s mind, the rules and principles tend to 
exist in a theoretical vacuum. Even with a picture in 
mind there will be a continual problem of deciding 
which rule applies in a given situation and how it should 
best be applied. This criticism will be especially strong 
from the management camp that tends to minimize 
formal rules and principles, and, in place, emphasizes 
the ability of an administrator to understand the con- 
text of an entire business situation and synthesize a 
solution for that particular situation. 

Of course, any author who takes on the task of lay- 
ing out precise rules and principles in the amorphous 
field of management opens himself to challenge. Never- 
theless, because of the detailed and thorough manner in 
which each idea is explored, the text provides a stimu- 
lating standard by which an administrator can evaluate 
and aid the growth of his own ideas and action. 

ALBERT N. SCHRIEBER 
Associate Professor of Management 
University of Washington 
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Business Organisation and Combination (Fourth Edi- 
tion). Richard N. Owens. (New York: Prentice-Hall, 
Inc., 1951. Pp. xiv, 562. $7.35.) 


This revision is typical of Professor Owens’ work— 
the subject is treated with characteristic thoroughness 
but the style of writing is somewhat dry and uninspir- 
ing. For the beginning student in Business Administra- 
tion and the general reader the book provides a good 
picture of the historical development and current status 
of the various forms of ownership organization and 
types of industrial combination. 

Included in each chapter is an evaluation of the type 
of organization or combination discussed therein. Al- 
though this evaluation is primarily undertaken from 
the viewpoint of the business firm, there is some attempt 
to assess the effects of the various forms of organization 
and combination on the public welfare. Unfortunately, 
itis not always clearly stated from which vantage point 
the evaluation is made, thus resulting, in a few cases, 
in some confusing statements. For example, common 
usage is considered as a criterion for “desirability” in the 
statement “‘That consolidation is a desirable method of 
combining two or more corporations is attested by the 
wide use made of it” (p. 357), and “the combination 
movement as a whole is so universal throughout indus- 
try that it appears to be based upon advantages that 
go with the larger business units” (p. 422). This re- 
viewer fears that too many students will fail to ask “‘de- 
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sirable or advantageous to whom?” 

A related criticism lies in Owens’ failure to label his 
value judgments clearly enough for most students to be 
likely to distinguish such opinions from the factual 
statements surrounding them. For example, imme- 
diately following a section on the termination of single 
proprietorships is a section entitled “Single proprietor- 
ships socially desirable” (p. 27). 

Two additional shortcomings may be briefly noted. 
The chapter on Trade Associations is not well balanced, 
in the reviewer’s opinion, inasmuch as restrictive prac- 
tices of such groups are mentioned only parenthetically. 
(Compare, e.g., the viewpoint of R. A. Brady’s Business 
as a System of Power.) The chapter on Pools omits refer- 
ence to the current NPA encouragement of defense 
production pools and the immunity of such pools from 
prosecution under the Federal antitrust laws. It is, of 
course, possible that this omission was intentional in or- 
der to keep the book from becoming obsolescent in a 
climate of rapidly changing mobilization policies and 
orders. 

Despite the criticisms, this book is an excellent and 
thorough treatment of the subject and is recommended 
for college courses and general reading. 

Joun R. SUMMERFIELD 
Assistant Professor of Business Management 
Massachusetts Institute of Technology 


Taxes 


Fundamentals of Federai Taxation—Federal Estate Tax. 
Adrian W. DeWind and Herrick K. Lidstone. (New 
York: Practicing Law Institute, 1951. Pp. 168. 
$2.00.) 


Fundamentals of Federal Taxation—The Excess Profits 
Tax. Alger B. Chapman and Brady O. Bryson. (New 
York: Practicing Law Institute, 1951. Pp. 84. $2.00.) 


Since 1943-4, the American Bar Association and the 
Practicing Law Institute, cooperating with State and 
local bar associations, have brought to lawyers a “post- 
admission professional training” course in the principles 
of Federal Income, Estate and Gift taxes. Quarterly 
supplements and new editions have kept lawyers up to 
date on revisions in the law of Federal taxation. The 
monographs on Federal Estate Tax and The Excess Prof- 
its Tax are a part of this series. This program of lectures 
and publications has since been extended to other areas 
of the lawyer’s professional training, including general 
and trial practice. 

Federal Estate Tax (revised to July 1, 1951) condenses 
the voluminous literature in this field, its law, regula- 
tions and court cases, into a concise 109 pages. The 
choice of content leaves little to be desired in point of 
emphasis or outline. The areas of greatest controversy 
between taxpayer and Government, as in transfers in 
contemplation of death, or those taking effect or at after 
death, as well as the powers to alter and of appointment, 
are explained through the evolution of the law, regula- 
tions and court decisions. Footnote references are abun- 


dant and a selected bibliography is included. The com- 
pleted Estate Tax Preliminary Notice (form 704) and 
Federal Estate Tax Return (form 706) with brief expla- 
nation are valued additions. 

The authors of The Excess Profits Tax point out that 
the law (Act of 1950) is involved and not easy to under- 
stand. With that thought few will disagree. They fur- 
ther suggest that their paper “is not intended to be an 
exhaustive study” but rather has as its purpose to give 
the reader a general understanding of the law and to 
enable him to recognize excess profits tax issues as they 
arise in the lawyer’s practice. Despite its temporary na- 
ture and its attempt to avoid hardship and provide ex- 
ceptions through its formula-like approach, there is am- 
ple evidence that the lawyer will be called upon for 
years to come to dispose of controversy arising under 
the law. 

The monograph begins with a short description, fol- 
lowed by a discussion of specific provisions which de- 
velop the concepts of Excess Profits Net Income and 
Adjusted Excess Profits Net Income by means of the 
Income Credit and the Invested Capital Credit meth- 
ods. The relief provision for corporations entitled to use 
a substitute average base period net income in comput- 
ing the credit based on income is included, as well as the 
operation of Part II of Subchapter D dealing with cer- 
tain corporate reorganizations in which the acquiring 
corporations is permitted to take advantage of the earn- 
ings experience of the component corporations if the 
result is to minimize tax. The readable style and under- 
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standability of this monograph commends it. Readers written with clarity and brevity. Others, too, will 
will welcome the authors’ frequent summaries of preced- _ them profitable reading. 
ing discussion and their “review and preview.” 

The lawyer, in keeping abreast of continuously Jutios ROLLER 
changing income. tax law, must appreciate publications Associate Professor of Accountir 
of this kind. They are written by experts, and they are University of Washington 
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